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For the past several years, through 
the cooperation of the University of 
Miami, we have presented to our read- 
ers many of the excellent and analytical 
papers delivered at its annual tax con- 
ference. In the June issue, we again 
will be able to bring together in a spe- 
cial supplement the lectures given at 
the April 4-8 conference. * * * * * 


Much has been written on the sub- 
ject of copyrights, but little on the tax 
aspects of their ownership and trans- 
fer. For this reason the article by Paul 
Gitlin, entitled “Federal Income Tax- Editor 
ation of Copyright,” will be a welcome Ee So. SHE 


see : Pa ae Washington Editor 
addition to tax literature. 7 oe Lyman L. Long 


An article of interest to retailers, Advisory Editor 
hich will appear next month, is ae 
pe ue > faa aie 2 : Business Manager 
Unrealized Gross Profit of Install- George J. Zahringer 


ment Dealers,” by J. M. Mero. * * * Circulation Manager 
M. S. Hixson 
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Acq. and Non-acq. 


Illegal Gains 
Sir: 


Reference is made to the article entitled 
“How the Federal Income Tax Applies to 
Illegal and Unlawful Gains,” in the March, 
1949 issue. 


In the discussion of expenses and costs 
(pages 221-222), it is astonishing to find 
no reference to the case of Sullenger [CCH 
Dec. 16,735], 11 TC —, No. 127, or to I. T. 
3725, 1945 CB 57. 


The ruling of the Income Tax Unit states, 
in pertinent part: 


“An amount paid to a seller of goods in 
excess of the legal price for such goods 
may not properly be recognized for tax 
purposes. The excess payments are not 
legitimately to be classified as a part of the 
cost of goods sold, and public policy decrees 
that no tax advantage may be derived from 
such expenditures. To allow the character- 
ization of an amount in excess of the ceiling 
prices as a part of the cost of goods sold 
is to allow a mere form set up by the acts 
of the violators to distort the true nature 
of the payments so made and to encourage 
the consequent disregard of the anti-infla- 
tionary policies established by the Emer- 
gency Price Control Act. 


“Accordingly, it is held that amounts paid 
in excess of ceiling prices established by 
the Office of Price Administration, in so- 
called black market transactions, may not 
be allowed either as a part of the cost of 
goods sold or as a business expense deduc- 
tion, in computing income subject to Fed- 
eral income taxation.” 


The Sullenger opinion, promulgated more 
than three years later, makes no mention of 
I, T. 3724 (although Judge Disney’s dissent 
relies heavily upon that ruling), but in effect 
refuses to follow it, holding: 
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“The amounts in question were actually, 
as the stipulation shows, a part of the cost 
of goods sold and are not being claimed 
by this petitioner as a deduction under sec- 
tion 23. Section 23 makes no provision for 
the cost of goods sold, but the Commis- 
sioner has always recognized, as indeed he 
must to stay within the Constitution, that 
the cost of goods sold must be deducted 
from gross receipts in order to arrive at 
gross income. No more than gross in- 
come can be subjected to income tax upon 
any theory. The income from a business 
which is wholly illegal was held subject to 
income tax in United States v. Sullivan {1 
ustc J 236], 274 U. S. 259. Nevertheless, it 
was necessary to determine what that income 
was, and the cost of an illegal purchase of 
liquor was subtracted from proceeds of the 
illegal sale of the liquor in order to arrive 
at. the gain from the illegal transactions 
which were subjected to income tax in that 
case. This is not a case of penalties pro- 
vided for violation of the O. P. A. regula- 
tions. See the Emergency Price Control 
Act of 1942 (Title 50, App. U. S. C. A,, 
sec. 901 et seq.). No authority has been 
cited for denying to this taxpayer the cost 
of goods sold in computing his profit, which 
profit alone is gross income for income tax 
purposes. It is unnecessary to discuss cases 
involving deductions, since this case does not 
involve any deduction.” 


Also germane is I. T. 3811, 1946-2 CB 70. 
There the Income Tax Unit took the posi- 
tion that in a sale resulting in a profit which 
would normally be treated as a capital gain 
under Section 117 (j), the excess of the 
selling price over the ceiling price would 
not receive the benefits of Section 117 (j) 
treatment, but rather would be taxable as 
ordinary income. 


Joun B. ComMan 
New York City 


(Continued on page 476.) 
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Tax-Wise 


. Taxes... 


Tax People... 
Things Taxed... 





Meetings of Tax Men 


Illinois.—On April 20, 1949, at a meeting 
of the Chicago Tax Club, Mr. Joseph Borus, 
regional representative of the Social Se- 
curity Board for the Chicago area, discussed 
the proposed expansion of the federal social 
security program. 


Ohio.—The Ohio State University Elev- 
enth Annual Institute on Accounting will be 
held on May 20 and 21, 1949, at the Deshler- 
Wallick Hotel, Columbus. The general 
theme of the Institute, which is sponsored 
by the Department of Accounting of the Col- 
lege of Commerce and Administration, is 
“Changing Business Conditions and Ac- 
counting Theory and Practice.” 


Information as to reservations may be 
procured from H. W. Domigan, Department 
of Accounting, Ohio State University, 
Columbus 10, Ohio. 


. New York.—The New York Chapter of 
the Tax Executives Institute, Inc., will hold 
its Fifth Annual Banquet at the Waldorf- 
Astoria on Thursday evening, May 19, 1949. 
The principal speaker will be the Hon. John 
W. Snyder, Secretary of the Treasury. In- 
formation regarding reservations may be 
obtained from TEI headquarters, located at 
274 Madison Avenue, New York 16, New 
York. 


Pennsylvania.—The Third Annual Institute 
on Taxation is scheduled for the Pennsyl- 
vania State College, State College, Penn- 
sylvania, May 8-12. Sponsored by the 
School of the Liberal Arts and the General 
Extension Services of Penn State, the In- 
stitute will present a technical course for 
persons who require intensive instruction 
on business taxation. The five-day course 
will cover nearly all questions arising in 
norma] business operation of persons con- 
cerned with tax problems. 

A 288-page business tax manual covering 
all problems on business taxes has been pre- 


Tax-Wise 





pared by the chairman of the Institute, J. K. 
Lasser. It will be given to each registrant. 


“What the Technical Staff Can Do for 
You” was the subject of the April meeting 
of the Philadelphia Chapter of the Tax Ex- 
ecutives Institute, Inc. 


Taxes Receive General Recognition 


This year, the March issues of more and 
more popular magazines carried articles on 
the income tax, or on taxes in general, than 
in any other year this correspondent remem- 
bers. We look on this not as in any sense 
competitive to our legal publication, but as 
the indication of a trend toward more gen- 
eral interest in the tax laws of the country, 
which cannot help but have as its end better 
legislation, administration and observance. 

Along comes Vogue, the magazine haute 
couture of the surrey trade, with the article 
“In Taxes, as in Love, It Is the Woman 
Who Pays”—a statement which is only half 
true. Oh, we readily concede woman the 
honor of being the greatest payer of taxes; 
but the other part of the title is a rebuttable 
presumption, at least. 

An article in the Nation’s Business stresses 
the simplicity and logic needed in tax laws. 


The American Legion Magazine tries to ex- 
plain ‘Why Taxes Will Be Higher.” The 
answer turns out to be simply that the fed- 
eral and state governments are going to 
spend more money than heretofore. 


This Week calls them “Crazy Taxes.” 
Taxes are “not only as inevitable as death, 
but as indiscriminate. You pay them on 
everything from light bulbs (on which the 
government collects $17 million) to sliced 
watermelon in Little Rock, Arkansas.” 


Fortune has been runing a series of tax 
letters, written by Merle Miller, which are 
popularized messages of tax problems likely 
to confront the executive in the management 
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of his business. One deals with tax prob- 
lems likely to arise when incorporating a 
partnership at a stage too early in its de- 
velopment, and ends with the prayer: “May 
the losses come when they will do you the 
most good taxwise, and may someone come 
along and buy you out just when you start 
to make money so you can realize a lot of 
profit at capital gain rates.” Another letter 
deals with the cost basis of a warehouse 
“which we used to play in,” and it also plays 
up the capital gain tax rate differential. 


The high degree of efficiency of adminis- 
tration and observance of tax laws here is 
contrasted sharply with the Mexican tax 
system in an article in the National Tax 
Journal, by W. T. Sherwood, formerly our 
Assistant Commissioner of Internal Revenue, 
who served recently in an advisory capacity 
to the Mexican Government. Mr. Sherwood 
says: “According to persons who were in a 
position to know, a principal difficulty in 
Mexico has been to prevail upon those charged 
with the duty of collecting taxes to account for 
the moneys paid to them.” And 
at another point in the article he 
comments on tax observance in 
Mexico: “Another source of ad- 
ministrative difficulty is the fact 
that much of the small business 
in Mexico is conducted without 
records. The pants pocket is 
the cash register for fairly sub- 
stantial business undertakings,” 
and the burden is, of course, 
shifted. “The escape of the 
self-employed from the income 
tax results in a grave discrimi- 
nation against the wage earners 
who are subject to the so-called 
withholding tax.” 


It is a very healthy sign, we 
think, that so many of the popu- 
lar magazines devote space to 
educating their readers in the in- 
tricacies of the revenue laws. 
These help make our self-assess- 
ing system work equitably. 


Eloquently silent, this tax- 
payer nonetheless well por- 
trays his plight. His home is 
Dresden, Germany, where he 
may be found among the pieces 
of decoration adorning the 
building which houses the tax 
collectors. 
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This system of self-assessment is an at- 
tribute of democratic government, and tax 
systems have come a long way from the 
days when soldiers marched down the roads 
and through the fields to every mean ham- 
let and hovel, personally inventorying the 
wealth of the citizens and exacting taxes on 
the spot, either in the coin of the day or in 
kind—or as a kick in the pants. This sys- 
tem will work only when the people know 
that taxes are levied in justice and admin- 
istered in equity. 

After all, an interesting and entertaining 
article on taxes is a lot healthier for the 
mental digestive system than are those arti- 
cles dealing with the lives and loves of 
notorious .criminals and the indelicacies of 
an unfortunate rape. 


Delaware in Income Tax Field 


The Governor of Delaware recently re- 
quested the state’s Assembly to enact an 
income tax on income in excess of $1,040 
per year. Rates from one per cent to three 
per cent were requested. 
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Wilbur D. Mills 
MW. R. 2eee . ke 


Recent Tax Decisions 


Washington Tax Talk 





Our Cover 


Wilbur D. Mills, whose picture appears 
on our cover this month, is the Representa- 
tive from the Second District of Arkansas 
in the United States Congress. A native of 
Arkansas, he attended Hendrix College in 
Conway, where he received his prelegal edu- 
cation, and Harvard Law School, where he 
received his LL.B. in 1933. He practiced 
law in Arkansas until 1939, when he was 
first elected to Congress. In 1942 he was 
elected to the Ways and Means Committee 
of the House of Representatives, and has 
since been a member of that committee. 


He is the author of H.R. 2983, which 
would set up a twenty-five-man Tax Settle- 
ment Board to recommend adjustments 
after the taxpayer receives a notice of defi- 
ciency from the Collector of Internal Rev- 
enue. Section 1160 of the bill provides: 
“Any person admitted to practice as an at- 
torney or agent before the Treasury De- 
partment may practice before the Tax 
Settlement Board.” 


Proposed Regulations 


The Commissioner has published proposed 
amendments to the Regulations which are 
necessary to reflect the Church decision. 
The changes will affect Sections 81.17 and 
81.18 of Regulations 105. The proposed 
regulations are published as required by the 
Administrative Procedure Act, and there is 
a thirty-day waiting period in which “data, 
views or arguments pertaining thereto” may 
be submitted in writing to the Commissioner 
in Washington. 


Paddock v. Siemoneit 


The Supreme Court of Texas reversed us 
along with the Texas Court of Civil Ap- 
peals. In this column last month we com- 
mented on this decision, wherein the civil 
penalties for failure to pay over withholding 
taxes to the government were not applied 


Washington Tax Talk 


to the president of the corporation. As the 
corporation was in financial difficulties, the 
president had hoped to use the money to 
put the business on a sound financial basis. 
However, the Supreme Court held that the 
president was liable for a civil penalty in 
the amount of the taxes due, even though 
the reason for nonpayment of the taxes was 
the corporation’s precarious financial condi- 
tion, and even though it expected to be able 
to make payment later. Code Section 2707 
(a), imposing a penalty upon “any person 
who willfully fails to pay, collect or truth- 
fully account for the taxes,” intends a civil 
sanction, so that the word “willfully” does 
not require a showing of fraudulent or evil 
purpose, as in the case of criminal penalties. 
The finding that the officer intentionally and 
deliberately failed to pay the taxes when 
due was sufficient to make him liable for the 
civil penalty. 

The court also held that the lien imposed 
to secure the payment of federal taxes ex- 
tends to homestead property occupied by 
the person liable for the tax or, in this case, 
the penalty. However, a lien to secure pay- 
ment of taxes owing by a husband does not 
attach to his wife’s property; and, since a 
wife has a vested interest in a homestead in 
Texas, her interest cannot be subjected to 
levy and sale for the satisfaction of the 
federal tax liability of her husband. 


Rather Be a Salesman 
than President 


A corporation’s president devoted a sub- 
stantial part of his time to sales activity, 
acting as an employee of contract sales 
agencies handling the corporation’s products 
and receiving commissions from the sales 
agencies. Prior to the war years the presi- 
dent was able to effect large sales to’mail- 
order companies; and during the war years 
he was primarily responsible for obtaining: 
and servicing government orders. During 
the tax years the president’s salary averaged 
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about $5,200 and did not reflect his sales 
activities. His commissions were $63,000, 
$120,000 and $116,000. The Commissioner 
disallowed amounts of $31,000, $83,000 and 
$79,000, calling them “excess compensation.” 
The Tax Court reversed the Commissioner, 
holding that the government orders had 
been obtained on a competitive basis and 
required more servicing, and that the com- 
missions paid were reasonable and repre- 
sented actual services. (J. T. Flagg Knitting 
Company, Inc., CCH Dec. 16,871, 12 TC —, 
No. 57.) 


Bonus Paid After Death 


In 1944 the decedent’s estate received a 
bonus earned by the decedent in 1943, the 
year of his death. Under the bonus plan no 
employee had any enforceable right to a 
bonus allotment for the current year until 
that share was designated by the proper 
officer. No share of the bonus for 1943 was 
designated for the decedent until March 14, 
1944, several months after his death. Since 
the decedent had no enforceable right to the 
bonus prior to the time of his death, the 
payment constituted income to the estate 
for the year 1944. (Estate of O’Daniel vw. 
Commissioner, 49-1 ustc J 9236, CA-2.) 


Debtor’s Purchase 


of Own Obligations at Discount 


A Tax Court decision that a debtor real- 
ized no income from the purchase of its 
own obligations at a discount, where the 


Chicago.—Senator John W. Bricker of Ohio, in center, tells newsmen that any 


obligations were not purchased on the open 
market and the same person acted on behalf 
of the debtor and creditor, was reversed on 
stipulation of counsel, in Commissioner v. Ed- 
mont Hotel Company, 49-1 ustc J 9238, CA-5. 
The reversal was based on the recent deci- 
sion of the United States Supreme Court in 
Commissioner v. Jacobson, 49-1 ustc § 9133, 
69 S. Ct. 358. 


Constructive Receipt of Income 


Executors were awarded certain sums by 
decrees of the Surrogate’s Court in 1932 and 
1940, but collected the fees in installments. 
The final installments were paid in 1939 and 
1941. The Second Circuit ruled that the 
fees were taxable income in the years when 
actually paid and that the executors did not 
constructively receive the fees in the years 
when the decrees were entered. Decrees 
directing payment of executors’ fees leave 
it to the discretion of the executors to deter- 
mine when payment is to be made. Until 
the executors do something to indicate that 
their discretion has been exercised in favor 
of payment to their personal accounts, they 
do not constructively receive payment. Had 
the executors kept a ledger account and 
credited the fee to the taxpayers’ personal 
accounts, that might have sufficed to show 
that they had only to ask for it to receive it. 
Furthermore, it was not shown that the 
condition of the estate in 1932 or 1940 was 
such that deferment of payment could not 
have been required in the interests of the 


(Continued on page 474.) 
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Administration move to raise income taxes will be killed by Senate opposition 
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LIFO 
for the Department Store 


By MARTHA GREENFIELD 


MAY, 1949 Vol. 27 No. 5 


THE INVENTORY PROBLEM LOOMED LARGE FOR DE- 
PARTMENT STORES IN 1939 WHEN THE ELECTIVE METHOD 
WAS EXTENDED TO ALL TAXPAYERS. HERE IS A CASE 
HISTORY OF DEPARTMENT STORE LIFO REPORTING 


oe]! FO” is a relatively new term in de- 
partment store usage. An abbreviation 
for the last-in-first-out inventory method, it 
is described in the Internal Revenue Code 
and the Regulations as the “elective method 
of inventory.” 

What LIFO purports to do for the tax- 
payer is to eliminate from income such paper 
profits as arise from an advance in the price 
level. In a market of fairly stable prices, 
almost any inventory method, consistently 
used, will disclose the net profits of a busi- 
ness, and these net profits will then be avail- 
able for distribution as taxes or dividends. 
In a period of changing price levels, net 
profits will not always be available for such 
distribution. Before citing an example to 
illustrate this statement, the writer wishes 
to state that all problems faced in this arti- 
cle are answered with a “going-concern” 
conception in mind. 

By way of a simple example, let us con- 
sider a concern which always has an inven- 
tory of 1,000 units on hand at the end of its 
fiscal year. At the beginning of a particular 
year the cost of each unit on hand was $1, 
or a total inventory of $1,000. These items 
were sold for $1,500. At the end of the year 






Miss Greenfield is assistant manager of the Tax Department, Allied 
Stores Corporation, New York City 


in question, the inventory was replaced with 
the purchase of 1,000 new units, also at $1. 
Suppose that instead of this situation, sales 
were again $1,500 but replacement of in- 
ventory at the end of the year was at $1.40 
per unit, or a total inventory value of $1,400. 
Or, perhaps, sales again amounted to $1,500 
but prices had fallen and replacement of in- 
ventory was at eighty cents for a total in- 
ventory of $800. Let us now analyze the 
situation of this company for the three con- 
ditions under the first-in-first-out (FIFO) 
method of inventory. 
































1 2 3 
| a ...... $1,500 $1,500 $1,500 
Beginning inventory.$1,000 $1,000 $1,000 
Purchases .......... 1,000 1,400 800 

Total .........-$2,000 $2,400 $1,800 
Ending inventory.... 1,000 1,400 800 
Cost of goods sold.$1,000 $1,000 $1,000 
Gross profit ........$ 500 $ 500 $ 500 


In all three cases, the company shows a 
profit of $500, which should be available for 
distribution. But let us analyze further. In 
the first case, the company took in $1,500 








in cash and immediately spent $1,000 to re- 
place the inventory necessary to stay in 
business. That left $500 in cash for distri- 
bution. In the second case, where $1,500 
was taken in, $1,400 was used immediately 
to replace inventory. The company state- 
ment shows a profit of $500, but actually 
the company had available for distribution 
only $100. In the third case, only $800 of 
the $1,500 was spent for replacement of in- 
ventory, so that actually the company had 
available $700 for distribution rather than 
the $500 shown on the statement. 


Purpose of LIFO 


It is to cope with this situation that tax- 
payers have sought the right to use the 
elective method of inventory. Just how 
LIFO solves this problem will be illustrated 
in a later section of this article. It is suf- 
ficient to say here that the essential idea is 
to price inventory on a last-in-first-out basis, 
just as the name “LIFO” indicates. Its 
effect is to match current costs (of pur- 
chases) against current sales. 


In other words, if the number of units in 
an inventory at the end of a particular year 
exceeds the number of inventory units at 
the beginning of that year, the ending in- 
ventory will be considered to consist of the 
beginning inventory plus the excess of the 
ending inventory over beginning inventory. 
Another way of stating this is to consider 
that all current purchases have been sold 
except for that portion by which ending in- 
ventory exceeds beginning inventory, and 
that beginning inventory has remained un- 
touched. This conception does not apply to 
the actual movement of an inventory; it 
applies merely to the pricing of that inven- 
tory against sales. The “untouched” begin- 
ning inventory will be priced at its cost as 
of the beginning of the year. The excess 
should be priced at the prevailing price at 
time of purchase. 


To illustrate: If beginning inventory con- 
sisted of 1,000 units at $1 each and ending 
inventory at 1,200 units at $1.50 each, ending 
inventory under the LIFO method would 
be valued as follows: 


1,000 units at $1 





dg he cok eel oe 1,000 
200 units (1,200—1,000) at $1.50... 300 
Value of ending inventory........... $1,300 


(Note: Under FIFO this inventory would 
be valued at $1,800—1,200 units at $1.50.) 
Where there is a decrease in the number 


of units, the entire ending inventory will be 
priced at beginning-of-year prices. 
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To illustrate: If with the same beginning 
inventory, ending inventory consisted of 800 
units at $1.20, ending inventory under LIFO 
would be $800 (800 units at $1). Under 
FIFO, its value would be $960 (800 units 
at $1.20). 


Legislative History 


The legislative history of the present stat- 
utes and regulations on the elective method 
of inventory began with the appeal of cer- 


. tain classes of taxpayers for relief from in- 


ventory losses. In 1936, witnesses before 
House and Senate committees pointed out 
that industries which process or fabricate 
basic raw materials and in which large in- 
ventories must be continually carried were 
discriminated against by the imposition of a 
tax on unrealized income. The witnesses 
were referred to the Treasury Department. 
After working with the Treasury Depart- 
ment, the cotton textile and flour mill indus- 
tries were granted partial relief by regulations 
on the treatment of hedging transactions for 
inventory purposes. This was only partial 
relief for a very few industries.” 


In 1938, Mr. Maurice E. Peloubet of the 
accounting firm of Pogson, Peloubet & 
Company, representing the Copper and Brass 
Products Association, testified before the 
House Ways and Means Committee and 
Senate Finance Committee on the need of 
the elective inventory method for those in- 
dustries. As a result of these hearings, Con- 
gress provided for LIFO for industries whose 
principal business was as follows: The 
smelting of nonferrous ores or concentrates 
or the refining of nonferrous metals; the 
production of brass or copper products not 
further advanced than rods, sheets, tubes, 
bars, plates or strips; and the tanning of 
hides and skins.’ 


In 1939, the right to use the elective method 
of inventory was extended to all taxpayers 
in the revenue act of that year. The bill 
extended the option (LIFO) “to all taxpay- 
ers who use it, apply for it, and use it con- 
sistently, regardless of the business in which 
the taxpayer is engaged. Under section 22 
(c), the Commissioner has the power to 
prescribe the method, and section 219 of the 
bill reaffirms the power.” * 


In 1941, the inventory problem loomed 
large for the department stores of this coun- 





1 Brief for Petitioner, Hutzier Brothers Com- 
pany [CCH Dec. 15,547], 8 TC 14. 


2 Ibid. 
2Senate Finance Committee Report on the 
Revenue Act of 1939. 
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try. In an economy geared to a nation 
which was the “arsenal of democracy,” the 
trend of business was upward; but prices 
and inventories did more than keep pace. 
Profits were increasing, but retailers were 
concerned with the significance of these 
profits. How much was true profit and how 
much was paper profit caused by rising 
prices? Retailers had learned a lesson on 
inventories after World War I and wished 
to avoid the same pitfalls. Aside from the 
academic question of analyzing profits and 
the problem of formulating sound inventory 
policies, paper profits lodged a tax and divi- 
dend problem. 


Excess Profits Tax 


The year 1940 saw the beginning of the 
era of the excess profits tax. No one could 
afford the attitude that overstated profits 
were no more than a problem in accounting 
procedures. When a small percentage of 
profit dollars goes into taxes, eliminating 
paper profits may be an unimportant item. 
But as the amount of profit dollars going 
into taxes approaches seventy-two per cent, 
the problem is multiplied many fold. If over 
twenty-eight per cent of profits were paper 
profits, tax payments of seventy-two per 
cent would actually exceed profits available 
for distribution. To say that as a continuing 
picture this would be disastrous for a going 
concern, is something of an understatement. 


Aside from the situation caused by a ris- 
ing tax rate, dividend policy may also pose 
a serious problem. From the above illus- 
tration it will be remembered that profits 
available for dividends and taxes may not 
always be the same profits as those dis- 
closed on financial statements based on a 
first-in-first-out inventory. In a series of 
rising-price years, management might have 
difficulty in explaining a lack of, or small, 
dividends to stockholders who read large 
profits in financial reports. Besides the prob- 
lem in stockholder relations, there is the 
question of an assessment on undistributed 
profits under Section 102 of the Internal 
Revenue Code. 


In the year 1941, at the time retailers were 
facing these problems, Regulations 111, Sec- 
tion 29.22 (c)-8, prescribed what is known 
as the “retail inventory method” for report- 
ing inventories of retail merchants for tax 
return purposes. Also available at this time 
were the provisions of Code Section 22 (d), 
as described above, for all taxpayers who 
applied for it and used it consistently. 


The regulations on the elective method 
prescribing how inventory was to be priced 


LIFO 








cited examples of pricing on a unit basis. 
The unit used was applicable to those indus- 
tries in which inventory consisted largely 
of a few staple items. It was this type of 
industry which the Bureau of Internal Rev- 
enue had in mind to receive the benefits of 
LIFO, in spite of the fact that Section 22 
(d) was applicable to all taxpayers. 


For a department store, with several thou- 
sand items in inventory, the prescribed reg- 
ulations on Section 22 (d) were hardly a 
practical solution. Retailers decided that in 
the absence of regulations by the Treasury 
Department, they would attack their problem 
and seek a solution which would come within 
the statutory requirements of Section 22 (d). 


Retailers’ Proposals 


The retailers banded together under the 
leadership of the Controllers’ Congress, a 
suborganization of the National Retail Dry 
Goods Association. The Controllers’ Con- 
gress is made up largely of controllers or 
accounting officers of the member stores.‘ 

Methods of applying LIFO were discussed. 
It was decided that if past practice of cost- 
ing end-of-year inventories under the retail 
inventory method continued, the problem 
resolved itself into adjusting such inventory 
to cost based on beginning-of-year prices. 
The change in the price level at the end of 
a year to prices at the beginning of the year 
could be determined by a price index. 

Several choices for a price index were 
open to retailers. Each store could compile 
Statistical information and arrive at its own 
index for a comparison of beginning-and- 
end-of-year prices. There were several ob- 
jections to this solution. First, the govern- 
ment might have cause to question an index 
prepared within the store, where personal 
opinions of the store’s personnel might color 
the results. Second, only a few, if any, of 
the larger stores would have available per- 
sonnel to do the job. Third, answering these 
objections by going to an outside statistical 
agency would incur a prohibitive cost. 

The second choice open to retailers was 
the adoption of a national price index which 
all stores could use. It should be noted that 
the basic unit of a department store is the 
department. All inventory and accounting 
records are kept on this departmental unit 
basis. The type of merchandise in a partic- 
ular department and records pertaining thereto 
have been highly standardized throughout 


the country by the efforts of the Controllers’ 
Congress. 





* Brief for Petitioner, Hutzler Brothers Com- 
pany, supra, 
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National Index 


Therefore, it was believed that a national 
index would be as readily applicable to one 
store as to another and would eliminate the 
objections of the Treasury Department to 
the store’s preparing its own index. There 
was available at this time the cost-of-living 
index of the Bureau of Labor Statistics, 
which showed price changes in clothing, 
house furnishings and other items.® Cloth- 
ing and furnishings are mainstays of the 
department stores. However, these are very 
broad classifications and, as noted above, 
store records are kept on a departmental 
basis. The Controllers’ Congress believed 
that in order to price ending inventory at 
beginning-of-year prices, there would have 
to be a further breakdown in price changes 
for purposes of using LIFO. 


Accordingly, the retailers requested the 
National Industrial Conference Board, an 
independent research organization, to pre- 
pare a national index based on the standard 
department classifications set up by the Con- 
trollers’ Congress. The inventory informa- 
tion necessary for such an index was supplied 
to the Conference Board by members of 
the Controllers’ Congress. 


The index was first used by the stores in 
federal tax returns filed for the year ended 
January 31, 1942. The index used January 
31, 1941, as a base year and assigned it a 
value of 100. Price increases for January 
31, 1942, were then related to this base of 100. 


This, then, was one way in which retailers 
sought to solve their problem. They realized 
that the methods used might not meet with 
the approval of the Bureau of Internal Rev- 
enue. Hence, they sought from Congress 
regulations under which the method of adopt- 
ing LIFO for retailers would be clarified. 


Paul's Recommendations 


In June, 1942, Randolph Paul, tax ad- 
viser to the Secretary of the Treasury, ap- 
peared before the House Ways and Means 
Committee to present some recommendations 
concerning the inventory problem of retail- 
ers. He said that while price ceilings would 
lessen the problem, they would not affect 
price rises prior to the enactment of such 
ceilings. There also were exempt items, re- 
adjustments of price to be made and the 
possibility of increases at the end of the 
war when the ceilings were removed. His 
recommendation was that retailers be per- 
mitted to set up inventory reserves from 
January 1, 1941, until five years after the 


5 Ibid. 
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war emergency. These reserves would be 
computed on the basis of indices approved 
by the Treasury Department. Identification 
of individual items in inventory would not 
be required. Retailers would be permitted 
the election of putting only part of their 
inventories on the LIFO basis. The reserves 
would be credited for increases in inventory 
due to price rises. They would be charged 
for declines in the price level, but not in 
excess of the credit balance of the reserve. 
Termination of the reserves would occur 
either through exhaustion or five years after 
the end of the war. Any balance remaining 
five years after the end of the war would 
be credited to income and would be taxable 
at that time. He suggested that such bal- 


ance might possibly be spread over three 
years in order to avoid the undue hardship 
of taxing this balance within one taxable year. 


Retailers’ Endorsement 


In August, 1942, at the hearings of the 
Senate Finance Committee, Mr. B. Earl 
Puckett * appeared to represent several re- 
tail organizations. He cited the retailer’s 
inventory problems and the disastrous ef- 
fect of taxing paper profits in high tax rate 
years. He also stated that over a complete 
price cycle, reported profits were the same 
under LIFO as under FIFO; that in 1939 
enactment of LIFO was applicable to any 
company; that matching items for LIFO 
computation presented serious problems for 
the retailers; that adoption of indices by 
some retailers was not approved by the 
Regulations. Conferences of retailers with 
the Treasury Department had accomplished 
no solution, but the Treasury Department 
appreciated the retailers’ problem. Accord- 
ingly, Mr. Puckett went on record that re- 
tailers were entitled to protection against 
paper profits, that LIFO represented a truer 
profit picture, that the principle of LIFO 
applied to price levels rather than to a com- 
parison of individual items, that the LIFO 
principle resulted from the use of indices 
where inventories of numerous items vary 
in design and specification from year to 
year, and that Randolph Paul’s statement 
attained this in effect and assured that no 
true profits would escape taxation. He 
therefore endorsed the Paul statement. 

No legislative action was taken as a re- 
sult of these appearances before Congres- 
sional committees, and the next step in the 
fight for department store LIFO awaited 


®° Mr. Puckett is president of Allied Stores Cor- 
poration. He was chairman of the Tax Policy 
Committee of the American Retail Federation 
at the time of his appearance. 
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the examination of federal returns for the 
fiscal year ended January 31, 1942. One of 
the returns filed on LIFO with the appli- 
cation of Conference Board indices was the 
return of Hutzler Brothers Company, a de- 
partment store in Baltimore, Maryland. As 
a result of the examination of this return, 
the Bureau of Internal Revenue assessed 
Hutzler Brothers for additional tax due. 
The major part of this assessment resulted 
from the disallowance of LIFO in reporting 
inventories. Retailers decided to make the 
Hutzler Brothers return their test case; 
accordingly, the case came up before the 
Tax Court. 


We are not concerned here with the pre- 
liminaries or even the proceedings in the 
case. The picture will be sufficiently com- 
plete if the salient points of the briefs and 
the opinion of the court" are presented. 


Hutzler Brothers Case 


The brief of the petitioner set forth that 
Hutzler Brothers had complied with the 
statutory requirements. Section 22 (d) was 
applicable to all taxpayers. Hutzler Broth- 
ers Company had complied with the statute 
by filing the required application and by 
issuing its financial statement on the basis 
of LIFO. So far as identity of merchandise 
was concerned, the company had met the 
intent of the statute. Actual specific identity 
of ending inventory against beginning in- 
ventory, as sought by the respondent, was 
an impossibility for any industry. 

The application of LIFO by the petitioner 
was accomplished by using the department 
as the accounting unit, the dollar as the 
unit of comparison and the National Indus- 
trial Conference Board index to measure 
the change in the dollar unit. 


The use of the department as the account- 
ing unit was exactly the same principle which 
the petitioner had used in previous years 
under the retail inventory method. The re- 
spondent had, in those years, accepted the use 
of the departmental unit as disclosing income. 


The dollar unit as the basis of comparison’ 


was within the meaning of Section 22 (d). 
The dollar unit had been the basis of com- 
parison for retailers under the retail inven- 
tory method, and it remained so under the 
elective method. 


The index of the Conference Board was 
a fair measure of change in the dollar unit. 
The Conference Board was a reputable re- 
search organization, and its studies were 
widely accepted. As to whether a national 





7 Supra, footnote 1. 


LIFO 


index was applicable to a particular store, 
the petitioner cited the courts’ acceptance 
of mortality tables for computation of the 
life expectancy of an individual. 


The brief concluded, therefore, that the 
petitioner had the right to use LIFO. The 
negative attitude of the Bureau was cited 
in forcing the petitioner to devise its own 
method of computation in order to receive 
the advantages of LIFO. The petitioner 
submitted that it was willing to adopt any 
method of calculation which might be pre- 
scribed under the statute. 


Commissioner’s Position 


The respondent’s brief stated first that 
Regulations 111, Section 29.22 (c)-8, out- 
lined acceptable inventory procedure for a 
retail store. It further stated that no regu- 
lations set forth the method of inventory 
used by the petitioner. 


The respondent claimed that the petitioner, 
in applying LIFO, had in reality used a 
combination of methods. No such combina- 
tion was permitted by regulation. Also, the 
petitioner had failed to comply with the 
regulations to Section 22 (d). “Groups of 
goods” were used where the regulations 
called for comparison of “goods.” The dol- 
lar value of inventories was used as the 
basis of comparison, instead of actual in- 
ventories as required. 


The respondent stated further its objec- 
tions to the index used. The objections, 
first, were those against the index itself. It 
was maintained that sampling had been in- 
sufficient, that the formula used was not 
the most suitable, that some methods were 
questionable and that errors in computation 
had been found. Its other main objection 
was that a national index did not evaluate 
price change from the viewpoint of a par- 
ticular store. 


In conclusion, the brief maintained that 
statutory requirements had not been met 
since “groups of goods” were used rather 
than “goods” and approximate cost rather 
than actual cost, and that the use of LIFO 
must be under the Commissioner’s regulations. 


In January, 1947, the Tax Court handed 
down its opinion. The specific identity re- 
quired by the respondent, said the court, 
was neither logical nor in accordance with 
legislative intent. The extension of the stat- 
ute by Congress was intended to make it 
more general and not to limit it to those 
companies which had first sought its enact- 
ment. The dollar was not only an acceptable 


(Continued on page 414.) 
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Lifo Closing Inventory 181.969 192,071 197,037 
Cost Inventory Retail 

PI has sears, a9) ck 160,784 189,405 218,750 
Cumulative Lifo 

Adjustment ........ 21,185 2,666 21,713 
Annual Lifo 

CO eee 18,519 24,379 














(Continued from page 411.) 


standard of measure of quantity but was 
the exact problem which the legislation had 
faced. The computations for retailers under 
the elective method might be extensive, but 
did not lack clarity or logic. 























It was held, therefore, that retailers were 
entitled to use LIFO, and that appropriate 
methods thereunder would be the subject 
of regulations. 


As a result of the decision, in March, 
1947, a meeting of representatives of the 
Bureau of Internal Revenue, the Bureau of 
Labor Statistics and the American Retail 
Federation * was held to discuss an accept- 





















































8 The American Retail Federation is a trade 
association comprised of various other trade as- 
sociations. From 1941 until the Hutzler de- 
cision, the work on LIFO was split between 
this federation, which handled the defense of 
LIFO, and the National Retail Dry Goods As- 
sociation, which sponsored the NICB Index. 
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MEN’S AND BOYS’ WEAR 
BLS Index Group V 


Base 
1/31/4L 1/31/42 1/31/43 1/31/44 1/31/45 1/31/46 1/31/47 1/31/48 
1—Physical Retail 
Inventory . 264,490 314,223 369,031 388,802 476,182 130,847 268,861 600,138 
2—Price Index and 
Year ... Peet kee | vee Tee | tencee. Biaeteods Pee > Seeoeee ". Beuaee 
3—Price Index and 
Accum. 100.0 112.9 129.8 139.4 144.7 151.1 178.9 190.0 
4—1 — 3 Retail 
Inventory Units.. 264,490 278,320 284,307 278.911 329,082 86,596 150,286 315,862 
5—Inc. or Dec. on Base . , 13,830 5,987 5,396 50,171 242,486 63,690 165,576 
177 ,894 13,830 5,396 Orr. Se SS hecte | eee | arene 
: ~e 591 og re ne eee tree ee 
= Mee -Ssceoe Pease —antehea! “WaAncs 
Decrease Calculation 86,596 ont ; 
pT a Oe er ee ree 5,396 Pe, Cee eee 
B—Index for Decrease ......__...... 129.8 129.8 
REET or acs epktises teeesae © | Raxcgie 7,004 7 ne) 
D—100 Minus Lifo 
Be WE cre certs: Rea | exe god meen 63.9 ee aes baa 
ee a ee ee 4,476 490 
fo Oe ee ee ere oe oreotes BREee.. fees Sicn © 25 o5e 
G—Index for Decrease ......__...... eee 
en icc) eeeds “eeareidl Ye xeretes Pol ie 
I—100 Minus Lifo 
M. U. %. ee ae eee eee. Oe Gee 68.8 
J—Lifo Decrease ... ne 132,991 oe A ; 
6—3 xX 5...... paietas- Leubeverts 15,614 es : 2 aes 113,941 314,594 
7—100 Minus Lifo 
M. U. %.. ak 68.8 64.7 63.9 62.9 62.5 61.7 62.6 61.7 
8—Inc. or Dec. Over 
Base 10,102 4,966 4,476 45,373 45,373 71,327 194,104 
ay ae PE? kyo eG 
eaehe  scatettt  Mawie wis 490 


eae one 122,391 


178,356 


192,561 237,934 59,578 130,905 325,009 
232,537 289,121 79,931 165,351 357,651 
39,976 51,187 20,353 34,446 32,642 
18,263 11,211 30,834 14,093 1,804 





able index. Further meetings of retail rep- 
resentatives and the Bureau of Internal 
Revenue were held to discuss regulations. 


New Regulations 


The culmination of the Hutsler decision 
and these meetings was embodied in a press 
release of the Treasury Department in De- 
cember, 1947, and in the insertion of the 
proposed regulations in the Federal Register. 


The regulations covered three main points 
for the retailer on LIFO. First, the depart- 
ment was retained as the accounting unit. 
Repetition of this principle was important 
since the Bureau of Labor Statistics used 
only eleven groups for comparative pur- 
poses. The Commissioner was insistent that 
computations be on a departmental basis, 
in spite of the fact that several departments 
of a store might fall within each group. In 
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F—Unit Decrease... ae 
G—Index for Decrease ..... 
 £ 3 eee 

I—100 Minus Lifo 


J—Lifo Decrease ..... 


— -. oO a ee 89,612 
7—100 Minus Lifo 

Me ME iiss Sees 66.3 64.4 63.4 
8—Inc. or Dec. ; 


Over Base ....... - 57,710 23,377 





Lifo Closing Inventory 112,829 170,539 147,162 
Cost Inventory Retail 

Method ....... ... 99,520 159,998 151,224 
Cumulative Lifo Ad- 

| 13,309 10,541 4,062 
Annual Lifo 

Adjustment ......... 2,768 14,603 






no event were all the departments within 
an index group to be added together and 
treated as one entity. 


The second important point concerned 
the treatment of markdowns. The Bureau 
maintained that LIFO was predicated on 
cost, and that to obtain cost retailers must 
give effect to markdowns as well as to 
markups in computing their mark-on per- 
centages. It should be noted that depart- 
ment store records often do not segregate 
markdowns and various store discounts. 
For purposes of the LIFO inventory, only 
true markdowns should be considered in the 
computations. 


The third point covered the problems of 
the index. The new regulations stated that 
the special index prepared by the Bureau 
of Labor Statistics would be acceptable. 
This index was to be published for eleven 
groups of merchandise, with semiannual fig- 
ures for the years 1940-1947. The indices 
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EXHIBIT III 


1/31/44 1/31/45 1/31/46 1/31/47 1/31/48 


399,073 319,171 275,836 597,118 505,828 


122.2 124.6 131.1 160.6 190.3 


326,574 256,157 210,401 371,804 265,806 
107,350 70,417 45,756 161,403 105,998 
a aes 
RR Boge tede nec. 55,405 

WO Saiscs its gc “Ree ee Meee 
eahitic’ 70,417 = 36,933 —...... 105,998 


~ 
~) 
~) 
7 


122.2 > i 160.6 


SHOES 
BLS Index Group II 
Base 
1/31/41 1/31/42 1/31/43 
1—Physical Retail 
ERVORUOIY ..... 65: 170,179 274,957 261,315 
2—Price Index and 
ME PTR Rakhcinctits. pictsinate. Pelagia,  —Rrcteeed 
3—Price Index and 
pee 100.0 108.7 119.2 
4—1 ~ 3 Retail 
Inventory Units .. 170,179 252,619 219,224 
5—Inc. or Dec. on Base ...... 82,440 33,395 
ER oat a 33,395 oe 
Seu col 49,045 
Lee lsale 8,823 
Decrease Calculation ...... 40,222 5 a 
A—Unit Decrease ........... 33,395 
B—Index for Decrease ..... 108.7 
= Sg eee 36,300 86,050 45,132 170,233 
D—100 Minus Lifo 
at a ee 64.4 61.7 rT ete 64.9 
E—Lifo Decrease ..... ORS fakes 23.377 53,093 LO. | ee 110,481 
ean 8,823 nt ey 
Cf a er eee 
aan 9,591 


61.7 72.7 65.5 64.9 72.8 


80,939 53,093 27 ,846 


168,229 110,481 
tA 8 6,177... fs 


eae. | ereemene 34,023 


228,101 175,008 140,985 309,214 198,733 
232,289 182,279 164,188 352,282 293,915 


4,188 7,271 23,203 43,068 95,182 
126 3,083 15,932 19,865 52,114 





were for January 15 and July 15 of each of 
these years. Indices as of the middle of 
the month were deemed to be representa- 
tive of prices at the beginning or end of the 
month in question. Beginning with Jan- 
uary, 1948, the index groups would be further 
segregated, and might eventually encom- 
pass a considerably larger number of group- 
ings. This further breakdown was one of 
the reasons for the Commissioner’s insist- 
ence on the departmental unit. Groupings 
of departments under the original eleven 
classifications would pose a problem when 
those classifications were subdivided. 


The press release states that use of the 
Bureau of Labor Statistics index is not man- 
datory. A taxpayer may use an index “based 
upon his own data on prices and inventory 
quantities, if adequate, and if proof is shown 
that sound statistical methods have been 
employed.” : 
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EXHIBIT IV 


















Base 
1/31/41 1/31/42 1/31/43 
1—Physical Retail In- 
WN ce cece. 95,256 98,889 134,069 
2—Price Index and 
Year Ante 
3—Price Index and 
ME, os vc sees 100.0 117.9 128.7 
4—1 -- 3 Retail Inven- 
tory Units 95,256 83,875 104,172 
5—Inc. or Dec. on Base ...... 11,381 20,297 
Senet 20,297 


Decrease Calculation 
A—Unit Decrease .... 
B—Index for Decrease 
C—A X B ees 
D—100 Minus Lifo 

M. U. % 
E—Lifo Decrease 
F—Unit Decrease 
G—Index for Decrease 
H—F xX G 
I—100 Minus Lifo 

M. U. % . 
J—Lifo Decrease 
6—3 X 5 
7—100 Minus Lifo 

M. U. % ; 
8—Inc. or Dec. Over 

Base 






























26,122 


62.6 62.7 62.5 


7,125 16,326 


52,505 


Lifo Closing Inventory 
Cost Inventory Retail 











Method 52,920 55,681 77,452 
Cumulative Lifo Ad- 

justment ae 6,710 3,176 8,621 
Annual Lifo 

Adjustment 9,886 5,445 


LIFO for the department store is, there- 
fore, now a matter of law. The next concern 
for the retailer is the application of this law. 








LIFO Principle in Practice 


In operation, department store account- 
ing records are still kept on the retail in- 
ventory method. The application of LIFO 
is accomplished by an independent compu- 
tation based on the retail inventory records, 
the Bureau of Labor Statistics (B. L. S.) 
index and the adjustment of mark-on per- 
centage by markdowns. 


The separate LIFO computation necessi- 
tates an entry to reflect LIFO on the books. 
The basis of the entry is the difference be- 
tween inventory obtained under the retail 
inventory method as reflected on the books 
of account and the inventory obtained under 
the LIFO computation. This difference really 
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WOMEN’S OUTER WEAR 
BLS Index Group IV 





1/31/44 1/31/45 1/31/46 1/31/47 1/31/48 
148,253 264,194 277,085 131,337 404,006 
141.3 147.7 155.8 164.7 181.3 
104,921 178,872 177,847 79,743 222,838 
749 73,951 1,025 98,104 143,095 
oa Ae 


Ton, eee Geers 0 ae emcees 


72,926 





oe “1025 72926 ...... 
147.7 7 le 
cbc 6 ose... 
24 ae 65.6 mae ... 
Phi 993 70,659 ...... 
PAP oe fe 
vente aaa 

4,132 

sok alts 62.6 

ve 2,587 
1,200 109,226 .. 259,431 
67.0 65.6 66.2 110.2 66.5 
804 71,652 993 70,659 172,522 

md ieee. ea 804... 


141,287 


140,294 









222,440 


162,681 170,095 90,328 264,056 
23,723 21,394 29,801 40,410 41,616 
15,102 2,329 8,407 10,609 1,206 
















gives a twofold adjustment: one part of the 
adjustment is the difference between the 
two inventories because of price change; 
the other part is the difference caused by 
the fact that the book inventory is usually 
computed on a gross mark-on percentage 
(not reflecting markdowns) and the LIFO 
inventory is computed on the net mark-on 
percentage prescribed by regulation. 


Let us suppose that ending retail inven- 
tory of a particular department is $12,000. 
The complement of gross mark-on percent- 
age (complement more usually used in 
practice) is sixty per cent, giving cost of 
$7,200 ($12,000 x sixty per cent) on the books. 


If price rise should be eliminated and 
markdowns reflected in the mark-on per- 
centage, the inventory value at retail would 
be $10,000 and the complement of the mark- 
on 66% per cent. The LIFO cost inventory 
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EXHIBIT V 


PIECE GOODS, LINENS, DOMESTICS 
BLS Index Group I 


Base 
1/31/41 1/31/42 
1—Physical Retail In- 
ventory 

2—Price Index and 
Year 

3—Price Index and 
Accum, 

4—1 ~ 3 Retail Inven- 
tory Units 


5—Inc. or Dec. on Base 


125,870 120,901 


120.3 


100,500 
25,370 


Decrease Calculation 100,500 
A—Unit Decrease 6,843 
B—Index for Decrease 93,657 
C—A X B 36,740 
D—100 Minus Lifo 

M. U. % 
E—Lifo Decrease 
F—Unit Decrease 
G—Index for Decrease 
H—F X G 
I—100 Minus Lifo 


J—Lifo Decrease 
63 xX 5... 


7—100 Minus Lifo 
M. U. &% 


8—Inc. or Dec. Over 


Lifo Closing Inventory 79,298 


Cost Inventory Retail 
Method 


Cumulative Lifo Ad- 
justment : 


Annual Lifo Adjust- 
ment : ; 


would then be $6,667 ($1,000 x 66% per 
cent). The adjustment, accordingly, would 
be $533 reduction of inventory and income 


($7,200—$6,667). 


One other book entry must be taken into 
consideration. That entry concerns the ad- 
justment of beginning inventory of the year 
for which the taxpayer first adopts the elec- 
tive method. In his election applications, 
the taxpayer “agrees to such adjustinents 

. incident to the use of such method, in 
the inventories of the prior taxable year..., 
as the Commissioner . .. may deem neces- 
sary in order that the true income of the 
taxpayer will be clearly reflected for the 
years involved.”*® In the case of retailers, 


® Regulations 111, Section 29.22 (d)-4 of In- 
ternal Revenue Code. 


LIFO 


1/31/43 
153,220 


136.8 


112,003 
11,503 


1/31/44 1/31/45 1/31/46 1/31/47 1/31/48 


134,960 224,045 94,881 192,218 381,388 


144.1 151.0 166.7 196.4 218.6 


93,657 
18,346 


148,374 
54,717 


56,917 
91,457 


97,871 
40,954 


80,434 167,441 


60.3 61.7 60.1 64.4 


9,552 
4,311 


49,822 49,822 48,341 107,832 


72,968 
35,858 


13,863 =e eee 
59,004 108,826 84,199 192,031 


80,238 132,807 56,276 113,873 234,700 


21,234 23,981 20,418 26,674 42,669 


4,916 2,747 3,563 9,256 12,995 


the required adjustment is to place the cost of 
beginning inventory on a net mark-on basis. 
The entry necessary adjusts the difference 
between cost inventory on the gross and 
net mark-on bases. This difference (which 
will always result in an increase in such 
beginning inventory) is taxable as income 
in the prior year. Examples will be pre- 
sented below. 

The LIFO computation, as stated above, 
is independent of the usual retail records. 
The forms used for the computation vary 
in accordance with a store’s needs and de- 
sires. Of all the forms this writer has seen, 
one designed by Mr. Edward Leavey, con- 
troller of Hutzler Brothers, presents all 
pertinent information in the most compact 
manner. This form will be used for all com- 
putations in this article. This same form is 


417 








EXHIBIT VI 











Base 
1/31/41 1/31/42 1/31/43 
1—Physical Retail In- 
ventory .......... 196,667 264,364 270,952 


2—Price Index and 
RAS Sa ae 
3—Price Index and 
pO ee 100.0 109.0 113.7 
4—1 ~ 3 Retail Inven- 
tory Units ....... 196,667 242,536 238,304 
5—Inc. or Dec. on Base ...... 45,869 4,232 
ore 2 ne 













Decrease Calculation 164,695 













A—Unit Decrease ..... fe 4,232 
B—lIndex for Decrease 154,907 __......... 109.0 
C—A xX B Didine ene |  eteaea 4,613 
D—100 Minus Lifo 

DMEM recceccse atecce wdtes 57.2 


E—Lifo Decrease ..... 
F—Unit Decrease ..... ...... 
G—Index for Decrease 


I—100 Minus Lifo 


J—Lifo Decrease eviacend me 
LO vrais we cae es er 49,997 
7—100 Minus Lifo 









8—Inc. or Dec. Over 
ee 










Lifo Closing Inventory 116,427 145,025 142,386 
Cost Inventory Retail 

ae .... 107,234 140,994 150,780 
Cumulative Lifo Ad- 


I eich 6 id'ork 9,193 4,031 8,394 
Annual Lifo Adjust- 
ee ee . 5,162 12,425 









probably the most widely used by depart- 
ment stores now on LIFO since it was recom- 
mended to such retailers by their committee 


on LIFO. 


The actual LIFO computation requires 
the following information for each depart- 
ment: (1) inventory at retail at end of year, 
(2) applicable B. L. S. index, (3) net mark- 
on percentage (complement) and (4) cost 
of end-of-year inventory under the retail 
method. Items (1) and (4) can be obtained 
readily from the store’s retail ledger. Item 
(2) is published semiannually by the Bu- 
reau of Labor Statistics. Item (3) is the 
only item which requires some computation. 

















The complement of net mark-on percent- 
age is the relationship between cost of pur- 
chases and retail of purchases from which 
markdowns have been deducted. Most re- 
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HOME FURNISHINGS 
BLS Index Group VII 


M. U. % ; ‘ 59.2 97.2 59.9 


1/31/44 1/31/45 1/31/46 1/31/47 1/31/48 
194,670 190,845 238,990 472,873 859,232 


118.2 123.2 131.6 148.4 162.5 


164,695 154,907 181,603 318,648 528,758 
73,609 9,788 26,696 137,045 210,110 


41,637 eee 
109.0 BE. acises 
45,384 3 Ser 


57.2 ee cette cates Oy ees 
25,959 eee wectee  —Saheae — Waeees 
MEE Siddess  Giemaany .Semeee § Jranntare 


i eieraane 35,132 203,375 341,419 
57.3 57.3 56.1 54.1 57.4 


25,959 5,794 19,709 110,026 195,975 











44,886 weboss|  saaveh ahead ore 
97,500 91,706 111,415 221,441 417,416 
107,612, 105,323 130,169 247,967 464,701 
10,112 13,617 18,754 26,526 47,285 


1,718 3,505 5,137 7,772 20,759 















tail ledgers will readily disclose cost and 
retail of purchases and markdowns. Mark- 
downs are then subtracted from retail of 
purchases and divided into cost of purchases 
to obtain the complement required. 


We are now ready to put all this theory 
into practice. We shall consider a boys’ 
clothing department on which we have the 
following information: 


1/31/41 1/31/42 1/31/43 
Retail inventory. .$26,449 $31,422 $36,903 


Applicable B. L. S. 
ND Ceca veats 100.0 112.9 129.8 


Complement of net 
mark-on percent- 


RNR eo os eae’ 68.8% 64.7% 63.9% 
Book cost ....... $16,078 $18,941 $21,875 
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FURNITURE, BEDS 
BLS Index Group VI 


1/31/41 1/31/42 1/31/43 


Base 


1—Physical Retail In- 


Wenuory .......... 345,748 477,189 685,893 


2—Price Index and 


3—Price Index and 


pe ee eee 100.0 121.0 126.2 
4—1 ~ 3 Retail Inven- 

tory Units ....... 345,748 394,371 543,497 
5—Inc. or Dec. on Base ...... 48,623 149,126 


Decrease Calculation ...... 
A—Unit Decrease ..... ...... 
B—Index for Decrease ...... 
Ce ee a 
D—100 Minus Lifo 

NOME Sxathucacn tute acckek | eumccear 
E—Lifo Decrease ..... 
F—Unit Decrease ..... 
G—Index for Decrease 


I—100 Minus Lifo 
MIE oh citclantas ides owe Siew 
J—Lifo Decrease ..... 
eS Seer 
7—100 Minus Lifo 


2 61.3 58.5 61.1 


8—Inc. or Dec. Over 
a ee 


Lifo Closing Inventory 211,944 246,362 361,350 
Cost Inventory Retail 
eee 196,671 262,914 383,609 
Cumulative Lifo Ad- 
aNd eeiraerner 15,273 16,552 22,259 


Annual Lifo Adjust- 
WOE — occas aig erect see 





Two things, in particular, should be kept 
in mind in preparing the computation: first, 
the basic principle of pricing under LIFO 
—that where there is an increase, beginning 
inventory (which is part of ending inven- 
tory) is priced at beginning-of-year prices 
and the increment is priced at current prices; 
second, that retailers start computations 
with retail values, which are later reduced 
to cost by the complement of the mark-on 
percentage. 

Let us first deal with our base inventory 
(January 31, 1941). This will give us the 
first-year adjustment mentioned above. 
Twenty-six thousand four hundred forty- 
nine dollars of retail inventory, when re- 
duced to cost (xX 68.8 per cent) becomes 
$18,197. This, compared with $16,078, gives 
an increase of inventory and income of 
$2,119 for the year ended January 31, 1941. 

As of January 31, 1942, retail inventory 
amounted to $31,422, which reflected a price 


LIFO 


Pee 58,834 188,197 


ee 34,418 114,988 


seers 31,825 5,707 





EXHIBIT VII 


1/31/44 1/31/45 1/31/46 1/31/47 1/31/48 
745,907 800,494 1647,148 2928,822 2287,276 


128.7 143.0 150.2 168.9 184.9 


579,570 559,786 1096,636 1734,057 1237.034 
36,073 19,784 536,850 637,421 497,023 


SS eT se eee id. oe 
WO re bine ans |. ee 
onees 19,784 siteeie ts Oe 
Ae ee RO diane Be eats 168.9 
epesceais 25,462 eee ‘stsbersre Gee 
peered rer pores 62.8 
ee 15,074 we avatens viele. . Sieger 





46,426 


59.2 65.7 61.8 62.8 65.1 


27,484 15,074 498,324 676,107 527,188 
388,834 373,760 872,084 1548,191 1021,003 


420,466 474,789 968,341 1684,199 1292,977 
31,632 101,029 96,257 136,008 271,974 


9,373 69,397 4,772 39,751 135,966 












increase of 12.9 per cent over the base year. 
For comparison of the increase in units (the 
dollar unit) of this retail inventory over the 
base-year retail inventory, the price increase 
must be eliminated. This is accomplished 
simply by dividing $31,422 by 112.9 per cent 
to obtain a retail inventory of $27,832 stated 
at 100 per cent. This $27,832 is $1,383 greater 
than the base inventory at retail of $26,449. 
The $1,383 is the increment to be priced at 
current prices. Multiplying $1,383 by 112.9 
per cent ($1,561) accomplishes this aim. 
We must now reduce the increment to cost 
—$1,561 x 64.7 per cent=$1,010, which is the 
value of the increment reflecting current 
prices reduced to cost. This increment so 
valued is then added to cost of base-year 
inventory to obtain ending LIFO inven- 
tory as of January 31, 1942: 


$1,010+$18,197=$19,207 





























































The $19,207 is then compared with $18,941 
to obtain the adjustment to be made. 


(1) Physical retail inventory 
(2) Price index 

(3) 1+2 retail inventory units 
(4) Inc. or dec. on base 

(5) 2x4 


(6) Complement of mark-on percentage 


(7) Inc. or dec. over base 
LIFO closing inventory 

Cost inventory retail method 
Cumulative LIFO adjustment 
Annual LIFO adjustment 


The procedure presented above for Jan- 
uary 31, 1943, is exactly the same as that 
described in detail for January 31, 1942. 
Only the increment which arises January 
31, 1943, must be priced since the orig- 
inal inventory at cost of $18,197 and the 
increment from January 31, 1942, $1,010, 
were still in inventory as of January 31, 1943. 

The comparison between the LIFO closing 
inventory and the cost inventory retail 
method results in a cumulative LIFO ad- 
justment. The entry on the books after the 
first year (January 31, 1941) will not be 
this item, as was implied in the discussion 
on entries, but will actually be the item la- 
beled “annual LIFO adjustment,” which is 
the difference between the cumulative ad- 
justment of a particular year and the cumu- 
lative adjustment of the preceding year. 
The reason for this situation is that most 
retailers set up a special account for the 
LIFO adjustment.” The adjustment at Jan- 


This LIFO adjustment account is subtracted 
from inventory for balance sheet purposes. 


(1) Physical retail inventory 

(2) Price index 

(3) 1+2 retail inventory units 

(4) Inc. or dec. on base 
Decrease calculation 

(A) Unit decrease 

(B) Index for decrease...... 

(C) AxXB 


(D) Complement mark-on percentage..... 


(E) LIFO decrease 
(5) 2x4 


(6) Complement mark-on percentage 


(7) Inc. or dec. over base 
LIFO closing inventory. 

Cost inventory retail method 
Cumulative LIFO adjustment 
Annual LIFO adjustment 


May, 1949 


This information and the computation for 
the following year would be shown on the 
LIFO computation form as follows: 


1/31/41 1/31/42 1/31/43 
31,422 36,903 
112.9 129.8 
27,832 28,431 
1,383 599 
1,561 777 
64.7 63.9 
1,010 497 
19,207 19,704 
18,941 21,875 
266 2,171 
1,853 2,437 


18,197 
16,078 


uary 31, 1942, would already reflect the in- 
crease of January 31, 1941, inventory, a debit 
of $2,119; therefore, at January 31, 1942, the 
entry necessary to adjust this account to a 
charge of $266 would be a credit entry of 
the difference, or $1,853. Similarly, at Jan- 
uary 31, 1943, the adjustment account should 
be a credit of $2,171, which can be accom- 
plished by a credit of $2,437 to inventory and 
a charge of like amount to income. 

The next situation to be considered is the 
handling of a decrease in inventory. The 
same principle of pricing is involved. Where 
a decrease occurs, the most recent incre- 
ment is always the first to be eliminated. 
The last inventory to be “priced out” is the 
one first acquired. 

If on January 31, 1944, the same depart- 
ment had retail inventory of $38,880, in- 
dex of 139.4 per cent, complement of mark-on 
of 62.9 per cent, and book cost inventory 
of $23,254, the computation form would appear 
as follows: 


1/31/41 1/31/42 
31,422 
112.9 
27,832 


1,383 


1/31/43 
36,903 
129.8 
28,431 
599 


1/31/44 
38,880 
139.4 
27,891 
540 


26,449 


540 

129.8 

700 

63.9 

447 

1,561 
64.7 
1,010 
19,207 
18,941 


777 
63.9 
497 
19,704 
21,875 


62.9 
447 
19,257 
23,254 
266 ~=—«-2,171 3,997 
1,853 2,437 1,826 
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18,197 
16,078 





SSS )h CV 


ae eS eS Se eee * 


Let us now analyze this decrease calcu- 
lation. The retail unit decrease amounts to 
$540. This $540 was added to inventory in 
the prior year as part of the unit increase 
of $599. The $599 was adjusted for a price 
index and cost complement to arrive at an 
increment of $497 to LIFO inventory in 
the prior year. Such portion of that $497 
as is applicable to the retail unit decrease 
of $540 must now be eliminated from LIFO 
inventory. To find this applicable portion, 
the $540 must be swelled by the same index 
and reduced to cost by the same comple- 
ment as was applicable to the $599. There- 
fore, the index used is 129.8 per cent and 
the complement 63.9 per cent. The reduc- 


tion in LIFO inventory so computed ($447) 
is then deducted from the prior year’s LIFO 
inventory. The rest of the computation is 
exactly the same as in the case of an in- 
crease. 

Where a decrease affects more than one 
year’s increment, the same principle applies. 
The increment against which the decrease 
is taken will determine the index and the 
mark-on complement to be applied to the 
decrease. 

Thus, if in the next year the retail inven- 
tory is $38,826, the index 144.7 per cent, the 
complement 62.5 per cent and the book in- 
ventory $23,557, the form will be as follows: 





1/31/41 1/31/42 1/31/43 1/31/44 1/31/45 
(1) Physical retail inventory... .... 26,449 31,422 36,903 38,880 38,826 
(2) Price index 100.0 112.9 129.8 139.4 144.7 
(3) 1+2 retail inventory unit 26,449 27,832 28,431 27,891 26,832 


(4) Inc. or dec. on base 
Decrease calculation 
(A) Unit decrease 
(B) Index for decrease 
(C) AxXB 
(D) Complement mark-on percentage... 
(E) LIFO decrease 


(A) Unit decrease 

CB) Teidlee fOr GECEEASE «. c.-.-5- seers coe dose gceare 
(C) AxB 

(D) Complement mark-on percentage 

(E) LIFO decrease 


(5) 2x4 
(6) Complement mark-on percentage 
(7) Inc. or dec. over base 


LIFO closing inventory 
Cost inventory retail method 
Cumulative LIFO adjustment 
Annual LIFO adjustment 


It is advisable in using this form that as 
an increment is used up in a decrease year, 
such decrease be applied against the incre- 
ment of retail units, so that open balances 
to be used in later decrease years are evi- 


(4) Inc. or dec. on base. 


1,383 599 540 1,059 


540 59 
129.8 129.8 
700 77 
63.9 63.9 
447 50 


1,000 
1129 
1,129 
64.7 
730 
1,561 777 


647 63.9 62.9 62.5 
1,010 497 447 780 


19,207. 19,704 19,257 18,477 
18,941 21,875 23,254 23,557 
266 2,171 3,997 5,080 
1,853 2,437 1,826 1,083 


dent at a glance. Accordingly, line (4) and 
the space immediately below it would ap- 
pear as follows after completion of the Jan- 
uary 31, 1945, calculation: 


1/31/41 1/31/42 1/31/43 1/31/44 = 1/31/45 
- 1,383 599 540 1,059 
1,000 540 
383 59 

59 








If on January 31, 1946, another decrease 
occurred, the only increment balance available 
is $383 of retail units from January 31, 1942. 
If the January 31, 1946, decrease exceeded 
$383, the excess over $383 would be calcu- 
lated against base inventory with an index 
of 100 per cent and a complement of mark- 
on of 68.8 per cent. If January 31, 1946, 
produced an increment, the computations 
would follow the procedure outlined earlier 
and would be based on the index and the 
complement of the mark-on for the year 
January 31, 1946. Two layers would then 
be available for future decreases—$383 of re- 
tail units from January 31, 1942, and the 
increment arising January 31, 1946. 


In the third situation which might occur 
in calculations, there would be neither an 
increase nor a decrease in retail units. No 
calculation would be necessary. LIFO in- 
ventory would be exactly the same as the 
LIFO inventory of the prior year. 


So far we have covered all possible sit- 
uations in a single department in operation 
as an entity during the entire period under 
discussion. Operations in a going concern 
are not always so clear cut, and there are 
problems to be faced. 


Operation of New Department 


First, let us consider how a new depart- 
ment is to be handled. New departments in 
a store arise either when an entirely new 
operation is started or when an existing 
department is split into two or more new 
departments. 


The first question on a new operation is 
whether or not the merchandise to be han- 
dled has been covered in the store’s original 
application for the elective inventory method. 
When the answer is no, it is advisable to 
file a new application if the store desires to 
place the department on the LIFO basis. 


The base period inventory of the new 
department will be the inventory at the 
end of the first fiscal year in which the de- 
partment existed. Its base period index will 
be the index as of the end of such fiscal year 
instead of the 100 per cent applicable to 
base inventory at January 31, 1941. 


A more involved problem arises in split- 
ting a department already on LIFO. There 
are at present no regulations for handling 
this situation, and several methods are cur- 
rently in use. 


One of the methods is to compute the 
ratio of retail inventory in each of the new 
departments to the total retail inventory in 
all such departments as of the end of the 
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fiscal year in which the split occurs. This 
ratio is then applied to all layers which have 
been built up in calculations for prior years. 
Thus, if Department A is split into A-1 and 
A-2 as of January 31, 1949, with retail in- 
ventories of $4,000 and $6,000, respectively, 
the new LIFO computation sheet for De- 
partment A-1 will show forty per cent of 
all figures shown on the computation sheet 
for Department A, and the form for De- 
partment A-2 will take the balance of sixty 
per cent. The two new computation forms will 
then supersede the old Department A sheet. 


One of the objections to this method is 
that it superimposes an arbitrary ratio on 
Department A figures—arbitrary since it is 
very unlikely that the ratio of A-1 and A-2 
merchandise was forty per cent to sixty per 
cent through all the years Department A 
was in existence. The other objection is that 
where a split is made after a great many 
years on LIFO, splitting on a ratio basis 
may prove very cumbersome. 


A second approach to the problem would 
be to split Department A on an actual in- 
ventory ratio as it actually existed at each 
year-end. This approach eliminates the ob- 
jection of the arbitrary split on the basis of 
the ratio as of the end of one year. There 
are, however, even more serious practical 
objections to this method. 


First of all, records of any business are 
not kept from time immemorial. If the split 
occurs some ten or fifteen years after the 
adoption of LIFO, the store probably would 
not have the necessary information to split 
the department on an actual basis. 

Second, even if the information should 
be available, splitting the figures of the. 
original department would present consid- 
erable difficulty. It is conceivable that in 
a year when Department A showed an in- 
crease, merchandise applicable to A-1 also 
showed an increase but A-2 showed a de- 
crease. How, then, would one proceed to 
allocate Department A’s increase? An in- 
crement takes the index and mark-on of the 
year when it arises; a decrease takes the 
index and mark-on of the year when an in- 
crement against which this decrease is to 
be applied arose. This, surely, can be ruled 
out as a solution. 

The third method of treatment would be 
to continue to handle Department A as an 
entity. This solution has the advantage of 
simplicity. After the split, the only special 
computations necessary would be to add 
the ending cost inventory of A-1 to A-2, 
add the two ending retail inventories to- 
gether and compute a composite mark-on 
percentage for each year after the split. 
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The one objection which has been offered 
to this solution is that it does not obey the 
regulations regarding the computation of 
LIFO on an individual department basis. 
This objection, the writer feels, is not quite 
valid. The regulations cover existing de- 
partments, per se, and do not cover the sit- 
uation being discussed here. 


The only other practical solution appar- 
ent is the one first discussed. As against 
that approach, the writer feels the treatment 
as one department does not entail use of 
arbitrary means for a solution. Also, treat- 
ment as one department has the advantage 
of producing figures which are comparable 
with those before the split. Figures for De- 
partment A prior to the split are in reality 
composites of A-l and A-2, if one thinks 
of A-1 and A-2 as the component parts of 
Department A. 


In practice, sound arguments can be made 
for either the first or third approach. Actu- 
ally, the difference in the two computations. 
would probably be minor. 


Disappearance of Department 


The second problem not covered by regu- 
lations is the disappearance of a department 
either through discontinuance of an opera- 
tion or through combination of departments. 

Discontinuance of a department in a store 
usually occurs where the particular mer- 
chandise is no longer to be carried or where 
the department is turned over to a leased 
department operation. Discontinuance in 
either case takes the department off LIFO 
and any adjustment for LIFO remaining 
on the books should be reversed and taken 
into income in the year of discontinuance. 

Combination of departments, as in the 
case of splitting, presents a more involved 
problem. It can be treated, first, as if the 
department to be consolidated into another 
is a discontinued operation, and will then 
be treated, as above, by the reversal of the 
cumulative LIFO adjustment remaining on 
the books for that department. 

This solution may, of course, work a 
hardship. A department is off LIFO merely 
because the departmental setup has changed. 
Where the consolidation has been made 
because a department’s operation was de- 
creasing sharply, the effect is not too different 
from a complete discontinuance. However, 
it is conceivable that two thriving depart- 
ments might be combined purely for better 
administrative control or merchandise reasons, 
and it is here that the hardship will be felt. 

The other solution to the combination of de- 
partments is to consolidate all figures for the 
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time of their separate existence into one LIFO 
computation. The writer has as yet found 
no satisfactory solution for this approach. 


First of all, each layer which has been 
built up in one department will undoubtedly 
carry different mark-on percentages from 
the other department. Indices of two differ- 
ent groups might also have to be consid- 
ered. By adding together certain figures 
and computing backwards, a schedule of 
composite computation might be constructed. 
For example, by adding the two physical 
retail inventories and the two retail inven- 
tory units figures for each year, a composite 
index (where two index groups are in- 
volved) could be obtained by dividing the 
first total by the second. Similarly, by di- 
viding the total increase over base (the 
LIFO increment) by the product of the 
increase in retail unit multiplied by the com- 
posite index, a composite complement of 
mark-on percentage could be determined. 


This procedure is long, involved and not 
too practical. Further, it will work with some 
meaning only where increases and decreases 
occur in the same years within both depart- 
ments. Where an increase arises in one 
department and a decrease arises in the 
other for a particular year, forcing figures 
to obtain a composite computation would prob- 
ably end as a problem in higher mathematics. 


Until department store LIFO has been 
with us somewhat longer and practical so- 
lutions are found, for the present discon- 
tinuance will have to be handled by a reversal 
of the cumulative LIFO adjustment. 


Use of Composite Index 


One other practical problem not covered 
by regulations concerns the department 
which falls within two B. L. S. index groups. 
This situation is more likely to occur in the 
smaller department store. Such a store 
might have a boys’ department which in- 
cludes all boys’ clothing (B. L. S. index 
group V) and boys’ shoes (B. L. S. index 
group II). Since the theory of department 
store LIFO is based on price changes, it 
seems to the writer that the use of a com- 
posite index will answer the problem. 


Physical retail inventory records at the 
end of a fiscal year will disclose the retail 
value of a particular merchandise item in a 
department. Therefore, the percentage of 
boys’ shoes and all other boys’ clothing at 
the end of the year can be readily obtained 
from inventory records of the department. 
Let us suppose that shoes comprised twenty- 
five per cent of inventory as of January 31, 
1942, and twenty per cent as of January 31, 
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1943, and the balance was made up of other 
clothing items. The B. L. S. index for group 
V for the two years was 112.9 per cent and 
129.8 per cent; for group II, 108.7 per cent 
and 119.2 per cent. The composite index 
for the two years would then be computed 
as follows: 


1/31/42 
25% of 108.7% = 
75% of 112.9% = 


. 27.2% 
ee 84.6% 
Composite index for boys’ 

shoes and clothing depart- 


eee ....111.8% 
1/31/43 
20% of 119.2% = i. ae 
80% of 129.8% = ....103.8 


Composite index for boys’ 
shoes and clothing depart- 
Li late et MIO Lk cl) 127.6% 


We have covered the practical problems 
—how computations are actually handled 
by the department store, what problems are 
met and how they might be solved in a par- 
ticular situation. 


Total Store Picture 


It might be well now to look at LIFO 
from the point of view of a total store, to 
gain some appreciation of the over-all pic- 
ture as to computations and tax savings. 

The balance of this section tells the story 
of a department store. The sales, inventory, 
other income and expenses have been made 
comparable to an actual case to give validity 
to the example. The study covers the eight 
fiscal years ended January 31, 1941, through 
January 31, 1948. 

The store had in operation for this period 
six departments: (1) men’s and boys’ wear; 
(2) shoes; (3) women’s outer wear; (4) 
piece goods, linens, domestics; (5) house- 
furnishings; (6) furniture and bedding. The 
number of departments is far from the av- 
erage situation; but the limit was set to 
eliminate excessive calculations, which would 
do little further to illustrate the principle 
discussed in this article. 


So far as the computation of taxes re- 
flected on the summary sheet is concerned, 
certain assumptions have been made. First, 
it was assumed that no declared-value ex- 
cess profits tax was payable in any year. 
Second, no adjustments were made to nor- 
mal tax net income to arrive at excess prof- 
its tax net income. Third, an excess profits 
credit based on average earnings of $435,000 
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was used. The rates of tax used in the com- 
putation were those actually in effect under 
the law, except that all excess profits taxes 
are stated net of any postwar refunds. 


For anyone interested in following through 
on principles of the application of LIFO, 
the individual computation sheets may be 
checked against total inventory on the sum- 
mary sheet. It should also be noted that 
the total book entry for any year (the total 
of the annual LIFO adjustments for such 
year) will equal the difference between tax- 
able net incomes before and after applica- 
tion of LIFO.™ 


The total decrease in taxes payable for 
the eight years for this particular company 
amounts to $297,817. 


Involuntary Liquidations 


No discussion of the elective inventory 
method can be complete without reference 
to involuntary liquidations. We have already 
noted that the discontinuance of a depart- 
mental operation will result in a credit to 
income, in the year of such discontinuance, 
for the amount of the cumulative LIFO 
adjustment. It may happen that discontin- 
uance of an operation is completely beyond 
the control of a store, but under the above 
premise income would be credited nevertheless. 


Congress, in granting relief to taxpayers 
by permitting the use of LIFO, did not 
contemplate that taxpayers would be forced 
to liquidate their base stock inventories.” 
Nevertheless, war conditions were such that 
certain merchandise was not obtainable and 
base stock inventories were, of necessity, 
liquidated. To offer relief for this situation, 
there was enacted into law in 1942 a pro- 
vision covering the treatment of involuntary 
liquidations and replacements. 


In order to qualify as an involuntary liq- 
uidation, the discontinuance of operation 
(or inability to maintain a normal inven- 
tory) must be the result of war conditions 
beyond the taxpayer’s control” Discontin- 
uance for reasons other than war conditions 
does not come within the meaning of in- 
voluntary liquidation. 





11The adjustment to income for LIFO is usu- 
ally made only for the over-all store. Adjust- 
ment for each department is shown only on the 
LIFO computation sheet and is not reflected on 
any other store records. Most stores have not 
reflected the individual departmental adjustment 
for any statistical purposes. 

122 Jerome Tannenbaum, ‘‘Involuntary Liquida- 
tions and Replacements of LIFO Taxpayers,”’ 
TAXES—The Tax Magazine, September, 1947, 
pp. 797-799. 

13 Regulations 111, Section 29.22 (d)-7. 
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Involuntary liquidations affected a sub- 
stantial part of the average department 
store’s inventory. All major appliances, large 
and small electrical goods, practically dis- 
appeared from the market early in the war. 
LIFO gave no relief here—it might even 
have worked a hardship when the cumula- 
tive LIFO adjustments were taken into income. 


But, as noted above, relief provisions were 
enacted into law in 1942, “If the taxpayer 
notifies the Commissioner at the time of filing 
his return for the year of liquidation... 
that he intends to effect a replacement of 
the liquidated stock, in whole or in part,... 
and establishes to the satisfaction of the 
Commissioner the involuntary character of 
the liquidation, effect shall be given, when 
replacement has been made, to an adjust- 
ment of net income for the year of liquida- 
tion to the extent of the difference between 
the replacement costs incurred and the orig- 
inal inventory cost of the base stock inven- 
tory liquidated.” Taxes will be recomputed 
on net income adjusted by this difference. 
Any adjustment of taxes resulting will be 
assessed or refunded (as the case may be) 
without interest.” 


Liquidation provisions were made appli- 
cable to all taxable years beginning after 
December 31, 1940,% and replacements must 
take place within three years after the ter- 
mination of the war.* Burden of proof is 
on the taxpayer to bring its liquidation 
within the provisions defining involuntary 
liquidation. 


There is one major difference between 
the relief offered under the usual applica- 
tion of the elective method and the relief 
offered in the case of involuntary liquida- 
tions. In the first instance, adjustments to 
income (and taxes) are made from year to 
year to reflect a true “distributive” profits 
picture currently. In the second case, relief 
is deferred from the year of liquidation to 
the year of replacement. Deferred or not, 
the relief may prove substantial. 

The effect of the relief on involuntary 
liquidations was the subject of an article 
by Mr. E. C. Jordan in the August, 1945 
issue of TAxEsS—The Tax Magazine. Mr. 
Jordan suggests that Congress might find 
it proper to review the possibility of 
broadening this relief for taxpayers who 
are not on the LIFO basis but are neverthe- 
less affected by certain hardships in re- 
placing involuntarily liquidated inventory. 





14 Ibid. 

18 Section 110, Revenue Act of 1943. 

1% T. D. 5645 [1948 CCH { 6193], July 20, 1948, 
stated that replacements must be effected in 
taxable years ending prior to January 1, 1951. 


LIFO 


Future of LIFO 


The picture painted for the LIFO tax- 
payer looks like a rosy one, and we ought 
to close by urging everyone to “get on the 
bandwagon.” Unfortunately, this is not 
quite so simple. LIFO is of greatest tax 
benefit when the taxpayer making his elec- 
tion is faced with rising inventories, rising 
prices and rising taxes. 


This was exactly the situation in 1941, 
when certain retailers first adopted LIFO. 
Retail trade was expanding rapidly and in- 
ventories had to rise to meet the increasing 
demand; prices were already on an up- 
trend; the excess profits tax was with us. 
When the downtrend started after the war 
and it appeared that profits would be in- 
creased by the reduction in the cumulative 
LIFO adjustment, it was obvious that such 
profits would not be taxed at war rates. 
The tax saving was in the law for those 
who cared to take it. 


With the settlement of the Hutzler case 
and the publication of the regulations for 
retailers, department stores not yet on 
LIFO wondered whether or not this was 
the time*to make the change. At present 
it would require considerable gazing into 
the crystal ball to determine whether all 
or enough factors are favorable to make 
LIFO worth while from a tax standpoint. 


The price level is at its highest point in 
our history. Will it continue to rise, or 
will it collapse? Will taxes decrease, or are 
we due for a re-enactment of excess profits 
taxes? Will our high level of employment 
and retail trade continue unaltered, rise, or 
sink to the depths of a depression? These 
are questions which the retailer must an- 
swer in 1948. To go on LIFO with a 
high-priced base inventory may be beneficial 
if we are heading still higher; but it can 
result in taking into income, as _ profits, 
paper profits which were never eliminated 
in prior years. 

The questions raised are difficult to an- 
swer. It seems, in retrospect, that the 
retailer’s problem in 1941 was a simple one 
by comparison. All he had to do was fight 
for the right to use LIFO—and even that 
has now been accomplished. 


Retroactive Legislation 


Therein lies the solution which many re- 
tailers are seeking today—go back to 1941 
and do it over. They want retroactive 
legislation. 

The words “retroactive legislation” mean, 
to many people, something strongly to be 
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resisted. There are stock arguments against 
this type of legislation, and many of them 
are legitimate. In the case of LIFO, there 
are also sound arguments in favor of retro- 
activity. 

Many retailers who considered going on 
LIFO for the year ended January 31, 1942, 
were discouraged by the attitude of the 
Treasury Department. Some went so far 
as to publish financial statements on the 
elective basis, but went back to the retail 
inventory method when filing their tax 
returns. 


It was the intention of Congress, in en- 
acting Code Section 22 (d), to grant tax- 
payers relief from the hardship created by 
a changing price level. A large group of 
taxpayers has been denied this relief because 
of the attitude of the Treasury Department. 


The fight for retroactive legislation will 
probably be a long, hard one. Retailers 
are banding together now to do battle. The 
struggle has only begun, and it undoubtedly 
will be some time before the situation is in 
any way clarified. [The End] 








PENDING TREATIES 


France.—A convention between the 
United States and France for the avoid- 
ance of double taxation and the preven- 
tion of fiscal evasion in the case of taxes 
on estates and inheritances was signed 
at Paris, on October 18, 1946. Before 
the convention becomes effective, it must 
be ratified and the instruments of ratifi- 
cation exchanged. On the day of ex- 
change of the instruments of ratification, 
the convention becomes effective, but 
only as to estates or inheritances in the 
case of persons who die on or after that 
date. While this treaty has already 
been approved by the United States 
Senate, similar action still remains to be 
taken by France. Greece.—Department 
of State Release No. 832, October 14, 
1948, announced that discussions between 
American and Greek technical experts, 
looking to the conclusion of tax treaties 
between the two countries, were sched- 
uled to begin November, 1948, but as 
yet no treaty text has been released. 
Ireland.—_Department of State Release 
No. 940, November 23, 1948, announced 
that negotiations for a tax convention 
with the Irish Government would be 
opened at an early date. Italy.—De- 

partment of State Release No. 927, 
November 19, 1948, announced that ne- 
gotiations for a tax convention with the 
Italian Government would be opened 
at an early date. Mexico.—Department 
of State Release No. 367, May 2, 1947, 
reported a visit by an American delega- 
tion to Mexico in June, 1947, to conduct 
negotiations looking to the conclusion 
of tax treaties between the United 





States and Mexico. No treaty text has, 
as yet, been released. Norway.—De- 
partment of State, Release No. 912, 
November 15, 1948, announced that nego- 
tiations for a tax convention with the 
Norwegian Government would be opened 
before the end of February, 1949. No 
treaty text has, as yet, been released. 
Philippines.——Department of State Re- 
lease No. 845, November 27, 1946, reported 
that negotiations for a tax convention 
with the Philippine Government were 
to commence at Manila in January, 1947. 
This convention would relate to both 
estate and income taxes. No treaty text 
has been released. Union of South Africa. 
—A convention between the United 
States and the Union of South Africa 
for the avoidance of double taxation 
and the prevention of fiscal evasion with 
respect to taxes on estates of deceased 
persons was signed at Capetown on 
April 9, 1947. 


Coming into force on the date of ex- 
change of instruments of ratification, 
the convention would be effective only 
as to: (1) estates of persons dying on 
or after such date; and (2) the estate 
of any person dying before such date 
and after June 30, 1944, whose personal 
representative elects, in such manner as 
may be prescribed, that the provisions 
of the convention shall be applied to 
such estate. 


As yet, this convention has not been 
ratified, but remains pending before the 
United States Senate Foreign Relations 
Committee. 
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HE NEW AMENDMENTS to the Estate 

and Gift Tax Regulations, interpreting 
the changes brought about in the federal 
estate and gift taxes by the Revenue Act of 
1948, were issued by the Treasury Depart- 
ment on November 6, eight months after 
the passage of the 1948 Revenue Act on 
April 2, 1948. The new Regulations, al- 
though very comprehensive in their scope, 
have been issued merely as amendments to 
the existing Treasury regulations rather 
than as a new set of regulations. 

The amendments to the Regulations, 
which herein for simplification we call the 
new Regulations, were issued by the Treas- 
ury as “proposed” amendments. Under the 
Administrative Procedure Act of June 11, 
1946, taxpayers are given a period of time 
during which they may present objections 
and suggestions, with respect to proposed 
federal regulations. The new Estate and 
Gift Tax Regulations fall within the scope 
of the Administrative Procedure Act; ac- 
cordingly, taxpayers were given a period of 
thirty days from November 6 in which to 
present “data, facts and arguments” per- 
taining to the proposed Regulations. This 
period is now over, and it is doubtful that 
any substantial changes will be made in the 
Regulations as the result of taxpayers’ rec- 
ommendations. 

A number of taxpayers have postponed 
revisions of their wills and contemplated 
gifts in order to see what the new Regula- 
tions would provide. After a quick glance 
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Estate and Gift Tax Regulations 
Reflecting 1948 Revenue Act Changes 
By GEORGE E. RAY and OLIVER W. HAMMONDS 


WE LEARN BY FINDING THE OLD, WHICH WE ALREADY KNOW, 
IN THE NEW, WHICH WE ARE TRYING TO UNDERSTAND 


at the new Regulations, many taxpayers, 
as well as their advisers, whether they be 
life underwriters, CPA’s, trust officers or 
attorneys, might well be tempted to say 
that the situation is more confused after 
the publication of the new Regulations than 
it was before November 6. There is some- 
thing to be said for this view since the new 
Regulations are very long and very com- 
plicated. The Estate Tax Regulations take 
up thirty printed pages and the Gift Tax 
Regulations take up thirteen pages. The 
new Regulations do not read easily. 


Introduction of New Concepts 


¢ The fact is, however, that the new Regu- 
lations are clearly written and soundly con- 
ceived. The difficulty lies in the fact that 
the 1948 Act introduced into our federal 
estate and gift tax structures some new 
concepts which are difficult to master. As 
William James, the philosopher, once ob- 
served, we learn only by finding the old 
which we already know in the new which 
we are trying to understand. Then we tack 
on to the old which we know the new with 
which we are confronted. In the case of 
the Revenue Act of 1948, there is very little 
of the old and a great deal of the new. 
As a consequence, we cannot hope for quick 
mastery and understanding of the act and 
the Regulations. For some time to come, 
all persons entrusted with the responsibility 
of helping taxpayers to understand the new 
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act and the Regulations will be struggling 
to find in it enough of the old to make it 
possible to grasp the new concepts. Un- 
fortunately, the mere reading of the Regula- 
tions themselves is a time-consuming and 
rather challenging task. 


Since the enactment of the 1948 Act, 
many articles discussing its provisions as 
they affect the residents of the various 
states have been published. (See, among 
others, Ray and Hammonds, “New Estate 
and Gift Taxes—How They Affect Texas 
Residents,” TAxes—The Tax. Magazine, May, 
1948, page 420.) In this discussion we can 
attempt to plow some of the ground with 
respect to the Regulations. They are far 
too comprehensive and lengthy to permit 
detailed analysis in anything short of a book. 


Purpose of 1948 Act 


It might be well, before going into an 
examination of the new Estate and Gift 
Tax Regulations, to consider for a moment 
the purpose of the 1948 Revenue Act with 
respect to estate and gift taxes. It seems 
generally agreed that what Congress was 
trying to do in the 1948 Act was to equalize George E. Ray, above, and Oliver 
the federal estate and gift tax burdens in W. Hammonds, below, have attained 
the case of the residents of community- considerable prominence as a tax 
property states and the residents of com- writing team. Both are Texas at- 
mon-law states: Since the early 1920's, torneys and formerly were with the 
Congress sought repeatedly to take away Treasury a ee in Washing- 
from the residents of the community-prop- ton, D. C. 
erty states advantages with respect to the 
federal income as well as the federal estate 
and gift taxes which the residents of the 
common-law states felt gave the commu- 
nity-property states an unmerited preferen- 
tial. treatment. In 1942 Congress made an 
effort to eliminate the preferential treat- 
ment accorded community-property state 
residents by taxing all of the community 
property in the estate of the spouse first to 
die. Finally, in 1948 Congress accorded the 
residents of common-law states the right 
to split their income equally between the 
spouses. In conjunction with this change, 
Congress removed the 1942 estate and gift 
tax provisions which unduly discriminated 
against the residents of community-prop- 
erty states. In order to bring about the 
equalization of the estate and gift taxes in 
the case of all citizens, Congress introduced 
into the federal estate and gift tax struc- 
tures a new concept, that of the “marital 
deduction.” 


The “marital deduction” is designed to 
give a married resident of a common-law 
state the same estate and gift tax treatment 
given to married residents of community- 
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property states prior to the passage of the 
Revenue Act of 1942. At the same time, 
the 1942 Act provisions with respect to 
community property were repealed. Under 
the 1948 Act, separate property held by 
residents of community-property states is 
given the same treatment as separate prop- 
erty in the common-law states. 


We shall examine this concept of the 
marital deduction first under the federal estate 
tax and then under the federal gift tax. 


Marital Deduction Under Estate Tax 


The marital deduction, under the Reve- 
nue Act of 1948, permits, in the case of the 
estate of a citizen or a resident of the United 
States who died after December 31, 1947, the 
deduction of the value of any property 
interest which “passed from the decedent 
to his surviving spouse.” ‘The deduction is 
not available with respect to property held 
by the decedent and his spouse as commu- 
nity property; nor is it available if the 
decedent was a nonresident and was not a 
citizen of the United States. It is im- 
material, however, whether or not the sur- 
viving spouse is a citizen or resident of 
the United States. 


The Regulations provide that if the order 
of the deaths of the decedent and his spouse 
cannot be established by proof, and if the 
effect of the applicable presumption of sur- 
vivorship is to give the spouse an interest 
in property, such interest will qualify for 
the marital deduction. In a number of 
states the Uniform Simultaneous Death 
Act sets forth a presumption in various 
contingencies. Where, as in Texas, how- 
ever, there is no presumption under local 
law, it is necessary, in order to obtain the 
deduction with respect to separate prop- 
erty, that proof of the order of death of 
the spouses be submitted. A provision in 
a decedent’s will that his wife shall be 
deemed to survive him would be valid as 
establishing a presumption of survivorship. 


An interesting case has arisen in Texas 
under the 1942 estate tax provisions. A 
husband and wife were killed in the same 
airplane accident. Since it has been im- 
possible to determine which spouse “was 
the first to die,” the question as to whether 
all of the community property will be taxed 
in the estate of one or the other of the 
spouses must be litigated, there being no 
presumption under Texas law to take care 
of a simultaneous death situation. 
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Definitions 


(1) Passed from the decedent—The mari- 
tal deduction is allowed with respect to the 
value of any property interest which “passed 
from the decedent” to his surviving spouse. 
The Regulations define the term “passed 
from the decedent” to include the property 
interests received by other persons under 
the following circumstances: 


(a) Where the property interests go to 
any person as surviving co-owner with the 
decedent under any joint ownership where 
there is right of survivorship. 


(b) Where the property interests are sub- 
ject to the decedent’s power to appoint, 
whether alone or in conjunction with any 
person, 


(c) Where there is a dower or curtesy 
interest in the surviving spouse, or a statu- 
tory interest in lieu of dower or curtesy. 


(d) Where the proceeds of insurance upon 
the life of the decedent are received. 


(e) Where property interests transferred 
by the decedent during his life, or bequeathed 
or devised by the decedent or inherited 
from the decedent, are involved. 


In the case of community property 
where, under the local state law, the sur- 
viving spouse had, prior to the decedent’s 
death, merely an expectancy, the interest 
going to the surviving spouse on the de- 
cedent’s death is considered to have 
“passed from the decedent.” This would 
not be true, of course, in Texas, where the 
surviving spouse has more than a “mere 
expectancy.” 


It is apparent that the definition of the 
term “passed from the decedent” includes 
virtually all methods of transfer of prop- 
erty from the decedent, since it includes 
property received under a joint tenancy, a 
power of appointment, dower and curtesy, 
life insurance and ordinary bequests, de- 
vises and inheritance and gifts. Special 
rules are provided, however, in the case of 
certain trusts and life insurance, which we 
shall discuss in more detail later. 


(2) To his surviving spouse—The marital 
deduction may be taken with respect to 
property only if it “passed from the de- 
cedent” to his surviving spouse as beneficial 
owner. If the property interest passes from 
the decedent in trust, the interest is con- 
sidered to have passed from the decedent 
to his surviving spouse only to the extent of 
the beneficial interest of the surviving 
spouse. If the surviving spouse is merely 
a trustee, or is required to dispose of the 
interest in favor of a third person, the 
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marital deduction may not be taken with 
respect to such property interest. If the 
decedent provided that after the death of 
the surviving spouse a certain property 
interest was to go to her estate or to her 
executors or administrators, and the effect 
of the local law is to permit such property 
interest to be bequeathed or devised by the 
surviving spouse in favor of anyone she 
pleases, and if in the event of her inte- 
stacy it will pass to her heirs or next of kin, 
the property interest qualifies for the marital 
deduction. It will not so qualify, however, 
if the surviving spouse entered into an 
agreement with the decedent to dispose of 
the property in favor of particular objects. 


So much for definitions. We proceed to 
consider the special rules which apply to 
transfers in trust and to life insurance. 


Power of Appointment 


Where property interests passed from the 
decedent to a trust, the property will qualify 
for the marital deduction if the surviving 
spouse holds a power of appointment under 
the trust, provided five specific conditions 
set forth in the Regulations are satisfied by 
the terms of the trust. These five condi- 
tions are as follows: 


(1) The surviving spouse must be en- 
titled for life to all the income from the 
corpus of the trust. 


(2) The income must be payable annually 
or at more frequent intervals. 


(3) The surviving spouse must have the 
power exercisable in favor of herself or her 
estate to appoint the entire corpus free of 
trust. 


(4) The power must be exercisable by 
the surviving spouse alone and, whether 
exercisable by will or during life, must be 
exercisable in all events. 


(5) The corpus of the trust must not be 
subject to a power in any other person to 
appoint any part of the corpus to any 
person other than the surviving spouse. 


The Regulations provide that where the 
terms of the trust instrument itself do not 
indicate whether the five conditions have 
been met, the applicable provisions of the 
law of the jurisdiction governing the ad- 
ministration of the trust may be referred 
to in order to determine whether the five 
conditions have been met. 


We turn for a moment to a more detailed 
examination of each of the five conditions. 
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Condition (1) 


The condition that the surviving spouse 
be entitled for life to all the income from 
the corpus of the trust is elaborated upon 
in the Regulations at some length. The 
Regulations state that the condition is met 
if the effect of the trust is to give the 
surviving spouse substantially that “degree 
of beneficial enjoyment” of the trust prop- 
erty during her life which the principles of 
the law of trusts accord to a person who 
is “unqualifiedly designated as the life bene- 
ficiary of a trust.” The Regulations stress 
the “decedent’s intention, as emphasized by 
the terms of the trust instrument and the 
surrounding circumstances.” The condi- 
tion may be met by the terms of the instru- 
ment itself or, in the absence of provisions 
in the instrument, by the rules for the 
management of the trust property supplied 
by the state law. 

The Regulations further point out that 
granting administrative powers to the 
trustee will not disqualify the trust unless 
such powers evidence an intention to de- 
prive the surviving spouse of the beneficial 
enjoyment required by the statute. Among 
the administrative powers which will not 
disqualify the trust are (a) power to allo- 
cate receipts between income and corpus, 
(b) power to determine charges against 
income and corpus and (c) power to apply 
income for the benefit of the surviving spouse. 

The trust will not be disqualified if the 
trustee has power (a) to treat stock divi- 
dends and the proceeds from conversion of 
trust assets as corpus, (b) to provide for a 
depletion charge against income in the case 
of trust assets subject to depletion, (c) to 
retain unproductive property and (d) to 
retain a residence for the spouse. 

The Regulations stipulate, however, that 
a trust will not qualify if its primary pur- 
pose is to safeguard property without 
providing the surviving spouse with the 
beneficial enjoyment, as, for example, in 
the case of a trust the corpus of which 
consists of unproductive property. 

The Regulations further provide that the 
condition with respect to income is not 
met if the surviving spouse is entitled to 
only a portion of the trust income. 

In the case of a trust created during the 
decedent’s life, it is sufficient that the trust 
satisfy the five conditions as of the time of 
the decedent’s death, whether or not the 
surviving spouse was entitled to the trust 
income or had a power of appointment over 
the corpus during the decedent’s life. 
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The condition with respect to income is 
not satisfied if the trust income is required 
to be accumulated or may be accumulated 
at the discretion of some person other than 
the surviving spouse, if some other person’s 
consent is required as a condition to distri- 
bution of the income, or if some person 
other than the surviving spouse has the 
power to alter the terms of the trust so 
as to deprive the surviving spouse of her 
right to the income. A mere spendthrift 
provision, however, providing that the sur- 
viving spouse’s right to the income shall 
not be subject to assignment, alienation, 
pledge, attachment or claims of creditors, 
does not disqualify the trust. 


Condition (2) 


To fulfill the second condition with re- 
spect to trusts, i., that the income be 
payable annually or at more frequent inter- 
vals, it is necessary only that the surviving 
spouse be entitled to distribution. The 
actual distribution need not in fact be made. 
The Regulations point out that a trust will 
not be regarded as failing to meet this 
condition merely because income payments 
to the surviving spouse are not to begin 
prior to the distribution of the trust prop- 
erty to the trustee by the executor, unless 
the executor is authorized or directed to 
delay the distribution to the trustee beyond 
the period reasonably required for adminis- 
tration of the estate. 


Condition (3) 


The power of the surviving spouse to 
appoint the entire corpus free of trust must 
be exercisable by her in her own favor at 
any time during her life or exercisable in 
favor of her estate. Such exercise of the 
power must not be subject to any agree- 
ment entered into with the decedent. 


Condition (4) 


The fourth condition requires that the 
power be exercisable by the surviving spouse 
alone, without the consent of any other 
person. 


Condition (5) 


The fifth condition will not be met if the 
trustee has power to invade the corpus of 
the trust for the benefit of any person 
other than the surviving spouse. 
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Insurance Proceeds 


The Revenue Act of 1948, when passed 
in April, contained provisions with respect 
to life insurance proceeds but did not con- 
tain any express provisions with respect to 
proceeds of endowment or annuity con- 
tracts. The law was amended later to pro- 
vide the same treatment for all three types 
of property—life insurance, endowment and 
annuity contracts. The Regulations set 
forth five conditions which must be satis- 
fied by the terms of the life insurance, 
endowment or annuity contract in order 
that the property interest may qualify for 
the marital deduction. These five condi- 
tions are essentially the same as those al- 
ready discussed with respect to trusts. In 
the case of the second condition, relating 
to the payment of the proceeds in install- 
ments or the payment of interest thereon 
annually or more frequently, the Regula- 
tions require the payments to begin not 
later than thirteen months after the de- 
cedent’s death. This is a somewhat more 
specific requirement than in the case of 
trusts. The thirteen-month provision is 
not violated solely by reason of a provision 
that proof of death must be submitted 
before the first payment is made, except 
where there is unreasonable delay in the 
submission of such proof. 


The Regulations point out that the pro- 
visions with respect to life insurance, en- 
dowment or annuity contracts apply only 
where the proceeds are to be held by an 
insurer. The trust provisions previously 
discussed apply where the proceeds are held 
by a trustee. 


Under the Regulations, where payments 
by the insurer do not begin until after the 
decedent’s death, the five conditions are 
not satisfied unless all amounts payable 
under the contract are either payable to 
the surviving spouse or subject to her power 
to appoint. Where, however, payments by 
the insurer began prior to the decedent’s 
death, it is sufficient that the five condi- 
tions become effective upon the decedent’s 
death with respect to the entire amount 
of proceeds then remaining in the hands 
of the insurer. 


Effect of Disclaimer 


Under the Revenue Act of 1948, where 
the surviving spouse makes a disclaimer of 
any property interest which would other- 
wise qualify for the marital deduction, such 
interest will not qualify thereafter, since 
it will be considered as having passed from 
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the decedent not to the surviving spouse 
but to other persons entitled to receive 
the interest as a result of the disclaimer. 
It is important, therefore, to distinguish 
a disclaimer by the surviving spouse from 
her acceptance and later disposal of a prop- 
erty interest. The Regulations point out 
that if the proceeds of insurance are pay- 
able to the surviving spouse and she refuses 
them, and they then pass to an alternative 
beneficiary designated by the decedent, the 
interest does not qualify for the marital 
deduction, whereas if the surviving spouse 
had directed the insurance company to hold 
the proceeds at interest during her life and 
upon her death to pay the principal sum to 
another person designated by her, the in- 
terest would qualify for the marital deduc- 
tion as having passed from the decedent to 
the surviving spouse. 


Where, however, the surviving spouse ob- 
tains an interest as a result of a disclaimer 
by another person, whether the surviving 
spouse receives that interest directly or by 
way of a trust, the interest does not qualify 
for the marital deduction. This rule applies 
also to a life insurance endowment or an- 
nuity contract the proceeds of which, as a 
result of a disclaimer by someone other 
than the surviving spouse, are held by the 
insurer. 


Election by Surviving Spouse 


Where the surviving spouse is required to 
elect between a property interest offered 
under the decedent’s will or other instru- 
ment and a property interest to which she 
is entitled, as in the case of dower or a 
right in the decedent’s estate, adverse dis- 
position of which was attempted under the 
will or other instrument, the property in- 
terest the spouse elects to renounce or 
relinquish does not qualify for the marital 
deduction. 


Will Contests 


If, as a result of a controversy involving 
the decedent’s will or involving a bequest 
or devise to his surviving spouse, the 
surviving spouse assigns or surrenders 
a property interest in settlement, the 
interest assigned or surrendered does 
not qualify for the marital deduction. On 
the other hand, when someone other than 
the surviving spouse assigns or surrenders 
an interest to her as a result of a contro- 
versy involving the will or the bequest or 
devise, the interest acquired by the surviving 
spouse will qualify for the marital deduc- 
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tion only if the assignment or surrender 
was a “bona fide recognition of enforce- 
able rights” of the surviving spouse in the 
decedent’s estate. A bona fide recognition 
will exist where there is a decision by a 
local court on the merits, but it will not 
exist where a consent decree has been entered. 


Nondeductible Interests 


The term “nondeductible interests” un- 
der the Regulations refers to those interests 
which do not qualify for the marital deduc- 
tion. The Regulations point out that any 
property interest not included in the 
decedent’s gross estate is a nondeductible 
interest, even though it passed from the 
decedent to his surviving spouse. An ex- 
ample would be real estate not situated 
in the United States. 

Where a deduction is taken under Sec- 
tion 812 (b) with respect to any property 
interest which passes from the decedent 
to his surviving spouse, such interest is a 
nondeductible interest. Among these in- 
terests which are nondeductible because 
they constitute a deduction under Section 
812 are (1) those in satisfaction of a de- 
ductible claim of the surviving spouse 
against the decedent’s estate, (2) losses 
during the settlement of the estate, (3) 
any allowance for the support of the sur- 
viving spouse during the settlement of the 
estate or (4) commissions allowed to the 
surviving spouse as executrix. 


An interest in property which someone 
other than the surviving spouse may possess 
or enjoy is another subject considered in 
detail under the Regulations. The Regula- 
tions state that no marital deduction will 
be allowed with respect to terminable in- 
terests which passed from the decedent to 
a surviving spouse if (1) an interest in the 
same property passed at any time for less 
than an adequate and full consideration 
for money or money’s worth from the 
decedent to any person other than the 
surviving spouse or her estate, and (2) by 
reason thereof such other person or his 
heirs or assigns may possess or enjoy any 
part of such property after the termination 
or failure of the interest therein which passed 
from the decedent to his surviving spouse. 


The foregoing is applicable only where 
interests in the same property passed from 
the decedent both to his surviving spouse 
and to some other person. It is applicable 
whether or not both such interests passed 
at the same time or under the same instru- 
ment. If the other person to whom an 
interest passed may, by reason of such 
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interest, possess or enjoy any part of the 
property after the termination or failure 
of the interest therein which passed from 
the decedent to his surviving spouse, the 
interest of the surviving spouse is a non- 
deductible interest and does not qualify 
for the marital deduction. 


In determining whether an interest in 
the same property passed from the decedent 
both to his surviving spouse and to some 
other person, a distinction must be drawn 
between the term “property,” referring to 
the underlying property in which the vari- 
ous interests exist, and the phrase “an 
interest in property.” 

The phrase “person other than his sur- 
viving spouse” includes, under the Regula- 
tions, the possible unascertained takers of a 
property interest, as, for example, the mem- 
bers of a class to be ascertained in the 
future. Whether there is a possibility that 
the “person other than his surviving spouse” 
or the heirs or assigns of such person may 
enjoy or possess the property, after termina- 
tion or failure of the interest therein which 
passed from the decedent to his surviving 
spouse, is to be determined as of the date 
of the decedent’s death. 


The Regulations further state that in- 
terests which passed to a person other than 
a surviving spouse include interests so pass- 
ing under the decedent’s exercise, release 
or nonexercise of a nontaxable power to 
appoint. It is immaterial whether the prop- 
erty interest which passed from the de- 
cedent to a person other than his surviving 
spouse is included in the decedent’s gross estate. 


Illustrations 


The Regulations set forth seven illustra- 
tions of terminable interests: (1) a life 
estate to the surviving spouse, remainder 
over to others; (2) a life estate to the sur- 
viving spouse, remainder over, in default 
of appointment, to others; (3) a life estate 
under a trust to the surviving spouse, 
remainder over to others; (4) a life annuity 
to the surviving spouse, the balance of the 
purchase price to be paid to others if not 
previously paid to the surviving spouse; 
(5) a transfer to the surviving spouse and 
another person as joint tenants with right 
of survivorship; (6) a remainder interest to 
the surviving spouse conditioned on her 
surviving another person; (7) the transfer 
to the surviving spouse of rentals reserved 
for a period of twenty years. 


In an eighth illustration, however, the 
transfer of a patent to the surviving spouse 
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and another person as tenants in common 
is held not a “terminable interest” since the 
other person’s possession or enjoyment can- 
not outlast the termination of the surviving 
spouse’s interest in the patent. 


The Regulations note that the above 
principles apply to the property interests 
which actually passed from the decedent, 
and that subsequent conversions of the 
property are immaterial. For example, if 
the wife received merely a life estate from 
the decedent, even though she later sold it 
for cash or acquired the remainder interest 
from the remaindermen by purchase or gift, 
she would still have a nondeductible interest. 


Common-Disaster Provision 


The Regulations set forth an exception 
to the general rule, however, in the case of 
the so-called “common-disaster provision.” 
A property interest will not be classified 
as nondeductible where (1) the only condi- 
tion under which it will terminate is the 
death of the surviving spouse within six 
months after the decedent’s death or the 
death of such spouse as the result of a 
common disaster that also-resulted in the 
decedent’s death, and (2) such condition 
does not in fact occur. 


Under this exception to the nondeducti- 
ble interest rule, it is necessary for the 
surviving spouse actually to outlive the six- 
month or less period used in the common- 
disaster provision. Consequently, it would 
appear desirable to exclude the surviving 
spouse from any common-disaster provi- 
sions under any will, since otherwise the 
marital deduction may well be jeopardized. 
The Regulations limit the exception by 
stating that the exception to the nonde- 
ductible interest rule will not be applied in 
the final audit of the decedent’s estate tax 
return if there is still a possibility that the 
surviving spouse may be deprived of the 
property interest by operation of the com- 
mon-disaster provision as given effect by 
the local law. It is possible, for example, 
for the surviving spouse to die two years 
after the common disaster “as a result of” 
the common disaster and thereby deprive 
the estate of the marital deduction. 


Terminable Interest Acquired 
by Executor 

The Regulations provide that no marital 
deduction may be taken with respect to a 


life estate or other terminable interest which 
is to be acquired for the surviving spouse, 
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pursuant to the directions of the decedent, 
by his executor or by a trustee. A prop- 
erty interest will not be considered a ter- 
minable interest merely because it represents 
the ownership of a bond, note or similar 
contractual obligation the discharge of 
which would not have the effect of an 
annuity for life or for a term. 


The above provisions do not apply, how- 
ever, to a general authorization to the 
trustee or executor to reinvest property, but 
apply merely where the executor or trustee 
is directed by the decedent to sell property 
after his death in the acquisition of some 
terminable interest for his surviving spouse. 


The Regulations point out that where 
the assets out of which, or out of the 
proceeds of which, an interest passing to 
the surviving spouse may be satisfied include 
a particular asset for which no deduction 
would be allowed if it passed from the de- 
cedent to the surviving spouse, the value of 
such interest passing to the surviving spouse 
shall, for the purpose of the marital deduc- 
tion, be reduced by the value of the particu- 
lar asset. 


Valuation of Property Interest 


For the purpose of the marital deduc- 
tion, the Regulations provide that the value 
of any deductible interest is to be deter- 
mined as of the date of the decedent’s 
death unless the optional valuation method 
is selected. 

The marital deduction may be taken only 
with respect to the net value of any de- 
ductible interest, just as in the case of a 
gift.to the spouse. For example, the amount 
of a mortgage must be eliminated in deter- 
mining the value of the property interest 
passing. 

In determining the value of a property 
interest passing to the surviving spouse, 
there shall be taken into account the effect 
of the federal estate tax, or of any estate, 
succession, legacy or inheritance tax, upon 
the net value of the property interest to the 
surviving spouse. 


Where the income from property is paya- 
ble to someone other than the surviving 
spouse for life or for a term of years, with 
remainder to the surviving spouse or to her 
estate, the marital deduction is based upon 
the present value of the remainder. Provi- 
sion is made in the Regulations for special 
computation upon submission of the rele- 
vant instruments to the Commissioner. 
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Limitation on Amount 


With respect to noncommunity property, 
the allowable marital deduction is limited to 
the smaller of (1) the aggregate value 
of the deductible interests which passed 
from the decedent to a surviving spouse; or 
(2) fifty per cent of the value of the 
“adjusted gross estate,” meaning the gross 
estate less the aggregate amount of the 
deductions allowed under Section 812 (b) of 
the Code. Those deductions include, gen- 
erally, funeral and administration expenses, 
claims against the estate, the indebtedness 
against the property of the estate and 
amounts spent for dependents’ support 
during the settlement of the estate. 


The Regulations provide that where the 
decedent and his surviving spouse at any 
time held property as community property, 
the adjusted gross estate is to be deter- 
mined by subtracting from the entire value 
of the gross estate the following: 


(1) The value of any property held in 
community by the decedent and his surviv- 
ing spouse at the time of his death. 


(2) The value of property transferred by 
the decedent during his life if it was held 
by him and his surviving spouse as com- 
munity property at the time of the transfer. 


(3) Amounts receivable as insurance un- 
der policies on the life of the decedent to 
the extent the insurance was purchased 
with premiums paid from community prop- 
erty of the decedent and his spouse. 


(4) A portion of the deductions allowed 
by Section 812 (b) which are allocable to 
community property. 


Where a policy of life insurance on the 
life of the decedent was purchased in part 
with community property and in part with 
other property, an allocation must be made 
according to payments from the respective 
types of property. 


The Regulations state that the term 
“community property” includes: 


(1) Any property held as community 
property by the decedent and his surviving 
spouse at the time of his death if the prop- 
erty was community property under state 
law, except where the surviving spouse had 
“merely an expectant interest.” 


(2) Separate property acquired by the 
decedent as a result of a “conversion,” dur- 
ing the calendar year 1942 or after April 2, 
1948, of property held by him and his 
surviving spouse aS community property. 
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(3) Property acquired by the decedent in 
exchange for separate property acquired as 
a result of a “conversion” of community 
property. 

The phrase “merely an expectant interest” 
is made to depend, under the Regulations, 
on whether the entire value of the property 
is included in the decedent’s gross estate. 


Conversion 


The term “conversion” is defined under 
the Regulations as any transfer of property 
from the marital community whereby each 
spouse acquired separate property. In 
Texas, it would include a partition under 
the Texas Partition Statute, which the 
Texas voters, on November 2, 1948, ap- 
proved as a constitutional amendment. A 
formula is provided under the Regulations 
for determining what portion of the separate 
property acquired as a result of a conver- 
sion will be treated as community property. 
Under the formula, where the decedent 
acquired a smaller amount of separate prop- 
erty than the surviving spouse acquired, 
all of the property acquired by the decedent 
will be considered community property. If, 
however, the surviving spouse acquired less 
separate property than the decedent ac- 
quired, the portion of the decedent’s prop- 
erty which will be treated as community 
property will be limited to the value of the 
separate property acquired by the surviving 
spouse. 

The burden of establishing the extent to 
which separate property of the decedent 
was acquired other than by conversion of 
community property is placed upon the 
executor. 

An interesting problem which arose un- 
der the 1948 Act, but which has been dis- 
posed of under the Regulations, arises in 
connection with life insurance proceeds 
where the premiums were paid from com- 
munity property. The Regulations provide 
that in the case of a decedent who died 
after December 31, 1947, where the pre- 
miums have been paid with community 
property, the decedent shall be deemd 
to have paid only one half of such premiums. 
This is so, however, only if the decedent 
and his spouse had equal and existing in- 
terests in the community property used in 
the payment of the premiums. The Regula- 
tions note that additional circumstances 
showing payment indirectly by the decedent 
will render this rule inapplicable, as, for 
example, where the decedent transferred 
property to the community for the purpose 
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of purchasing life insurance. The Regula- 
tions further state, with respect to the 
incidents-of-ownership test, that if the de- 
cedent held such incidents of ownership 
with respect to insurance “solely as the 
manager of the community under the local 
community property law,” he will be con- 
sidered to have possessed incidents of own- 
ership with respect to only one half of such 
insurance, if the surviving spouse did not 
make an absolute transfer of her interest 
prior to the decedent’s death, and if in the 
event of the prior death of the surviving 
spouse one half of the policy would have 
been included in the gross estate of such 
spouse. 

The new Regulations contain a further 
benefit to residents of a community-prop- 
erty state such as Texas where the proceeds 
of life insurance are made payable to the 
decedent’s estate. Under Section 811 (g) 
(1) of the federal estate tax law, there must 
be included in the taxable estate of the 
decedent the proceeds of life insurance “to 
the extent of the amount receivable by the 
executor as insurance under policies upon 
the life of the decedent.” Prior to the 
issuance of the new Regulations, it was not 
clear under the 1948 Act whether or not 
life insurance proceeds payable to the estate 
of the insured would fall within this pro- 
vision. The Regulations provide that in 
such case, if the proceeds constitute com- 
munity assets under the local community- 
property law, and consequently one half 
of such proceeds belong to the decedent’s 
spouse and are not subject to the payment 
of the estate tax or other separate debts or 
expenses of the decedent or his estate, only 
one half of such insurance is considered to 
be receivable by the executor and includible 
in the decedent’s estate. Under the Texas 
cases the proceeds of life insurance payable 
to the decedent’s estate are subject to the 
separate debts of the husband, so that insur- 
ance proceeds in Texas would not fall un- 
der the regulation and all of the proceeds 
would be includible in the decedent’s estate. 
It is understood that the Treasury is consider- 
ing the deletion of the reference in the Regula- 
tions to the separate debts of the decedent. 


Credit for Gift Tax 


The new Regulations describe in con- 
siderable detail the handling of the credit 
for gift tax. The Regulations in this re- 
spect are so complicated that they hardly 
bear detailed examination, except in the case 
of a concrete problem. The credit for gift 
tax has always been inadequate under the 
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federal estate tax, and continues to be so 
under the 1948 Act. With the introduc- 
tion of the further complicating factor of 
the marital deduction, the gift tax credit 
provisions become virtually inexplicable, ex- 
cept through elaborate tracing of particular 
examples. In view of the already lengthy 
nature of this discussion, we shall pass on to 
consider briefly the new Regulations with 
respect to gift taxes. 


General Rule 


Under the Gift Tax Regulations a gift 
made after April 2, 1948, to a person other 
than a spouse may, for the purpose of the 
gift tax, be considered as made one half by 
him and one half by his spouse, but only 
if at the time of the gift each spouse was 
a citizen or resident of the United States. 
The Regulations further provide that an 
individual is to be considered as the spouse 
of another only if he is married to that 
individual at the tire of the gift “and does 
not remarry during the remainder of the 
calendar year.” The Regulations do not 
consider the possible situation in which the 
donor and his spouse are divorced and 
remarry each other during the year in 
which the gift is made. 


The Regulations point out that splitting 
the gifts between spouses will apply only if 
both spouses consent, and that such con- 
sent, if signified, is effective for all gifts 
made to third parties during the calendar 
year to which the consent applies, with the 
following exceptions: 


(1) The consent is not effective with 
respect to any part of the calendar year 
during which the spouses were not married 
to each other. 


(2) The consent is not effective with 
respect to any gift made during any portion 
of the calendar year when either spouse 
was a nonresident and not a citizen of the 
United States. 


(3) The consent: is not effective with 
respect to a gift of a property interest by 
one spouse if he created in his spouse a 
taxable power of appointment over such 
property interest. 


(4) If one spouse transferred property in 
part to his spouse and in part to third 
parties, the consent is effective with respect 
to the interest transferred to third parties 
only to the extent their interest is ascer- 
tainable and severable at the time of the 
gift from the interest transferred to his 
spouse. 
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The consent applies alike to the gift made 
by one spouse alone and to gifts made 
partly by each spouse, provided such gifts 
were made to third parties and do not fall 
within any of the exceptions just discussed. 


Signification of Consent 


The Regulations state that in order to 
be effective, consent to the application of 
the provisions of Section 1000 (f), governing 
the splitting of the gifts for gift tax pur- 
poses, must be signified by both spouses. 
The signification may be on one or both 
gift tax returns. The consent may not be 
signified after the fifteenth day of March 
following the close of the calendar year 
subject to tax, or after a notice of deficiency 
has been sent to either spouse for such tax 
vear. In the event that one spouse dies or 
becomes legally incompetent to consent, his 
executor, administrator, guardian or com- 
mittee may signify his consent. 


Revocation of Consent 


The Regulations provide for revocation 
of the consent on or before the fifteenth 
day of March following the close of the year 
involved by filing in duplicate with the 
collector a signed statement of revocation. 
The right to revoke does not exist after 
that March 15. 


Marital Deduction Under Gift Tax 


The Regulations provide that in the case 
of a donor who was a citizen or resident 
of the United States at the time the gift 
was made, there may be deducted, in deter- 
mining the amount of net gifts for the 
calendar year 1949 or any calendar year 
thereafter, an amount equal to one half of 
the value of any property interest transferred 
to the donor’s spouse. The deduction is 
also authorized for 1948 with respect to any 
gifts made after April 2, 1948. 


If the donor was, at the time of the gift, 
a citizen or resident of the United States, 
he is not deprived of the right to the 
marital deduction by reason of the fact that 
his spouse was neither a resident nor a 
citizen. 


The Regulations with respect to property 
interests transferred by the donor in trust 
with a power of appointment in the donee- 
spouse follow, virtually verbatim, the Regu- 
lations under the estate tax in the case of 
trusts with a power of appointment in the 
surviving spouse. The same is true with 
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respect to the provision concerning valua- 
tion of remainder interests which are the 
subject of the gift. 


Limitation on Deduction 


The marital deduction is allowable only 
to the extent that the gifts with respect 
to which such deduction is authorized are 
included in the “total amount of gifts made 
during the calendar year.” The limitation 
becomes effective where less than one half 
of the gifts with respect to which the de- 
duction is authorized is included in the 
“total amount of gifts.’ For example, 
where the only gifts made by a donor to 
his spouse during the calendar year 1948 
were a gift of $3,000 in May and of $2,000 
in August, the first $3,000 is excluded from the 
“total amount of gifts made during the calendar 
year” and the marital deduction of $2,500 (one 
half of $3,000 plus one half of $2,000) other- 
wise allowable is limited to $2,000. 


Gift of Terminable Interest 


The marital deduction with respect to 
gifts by one spouse to another is denied 
under the Regulations where the donor (1) 
transferred an interest in the same prop- 
erty to another donee, (2) retained an in- 
terest in the same property himself or (3) 
retained a power to appoint an interest in 
the same property. As in the case of the 
estate tax, a distinction is drawn between 
“property” and “an interest in property.” 

Under the Regulations, no marital deduc- 
tion will be allowed with respect to the 
transfer of a “terminable interest” in prop- 
erty to the donee-spouse if (1) the donor 
transferred for less than an adequate and 
full consideration in money or money’s 
worth an interest in the same property to 
any person other than the donee-spouse or 
the estate of such spouse, and (2) by rea- 
son of this transfer such person or his heirs 
or assigns may possess or enjoy any part 
of such property after the termination or 
failure of the interest therein transferred to 
the donee-spouse. 

Where at the time of transfer by the 
donor it is impossible to ascertain the par- 
ticular person or persons who may receive 
a property interest transferred by the donor, 
the interest is considered to have been trans- 
ferred to a person other than the donee- 
spouse. “Person other than the donee- 
spouse” includes the possible unascertained 
takers of a property interest, as, for ex- 
ample, the members of a class to be ascer- 
tained in the future, or possible appointees, 
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or possible takers in default of the exercise 
of a power of appointment. 


The Regulations set forth eight examples 
of transfers of terminable interests to the 
donee-spouse. These examples are the same 
as those used to illustrate the transfer of a 
terminable interest to the surviving spouse 
under the estate tax. 


No marital deduction will be allowed 
with respect to the transfer of a terminable 
interest in property to the donee-spouse if 
(1) the donor retained an interest in the 
same property, and (2) by reason of such 
retention the donor or his heirs or assigns 
may possess or enjoy any part of such 
property after the termination or failure of 
the interest therein transferred to the donee- 
spouse. 


If, however, a property interest is trans- 
ferred to the donee-spouse as sole joint 
tenant with the donor, or as tenant by the 
entirety, the interest of the donor which 
exists solely by reason of the possibility 
that the conor may survive the donee-spouse, 
or that the tenancy may be severed, is not 
an interest retained by the donor in him- 
self, and does not, therefore, preclude the 
allowance of the marital deduction. 


No marital deduction is allowed with 
respect to the transfer of a terminable in- 
terest in property to the donee-spouse if 
(1) immediately after such transfer the 
donor had a power to appoint an interest 
in the same property, and (2) such power 
was exercisable either alone or in conjunc- 
tion with any person in such manner that 
the appointee may possess or enjoy any part 
of such property after the termination or 
failure of the interest therein transferred to 
the donee-spouse. 

The Regulations point out that in order 
to disqualify the gift for purposes of the 
marital deduction, it is immaterial that the 
power cannot be exercised until after the lapse 
of time or the occurrence or nonoccurrence 
of an event or contingency. It is also im- 
material whether the power retained by the 
donor is a taxable power of appointment. 

The rules provided under the Regulations 
with respect to an interest payable out of a 
group of assets are essentially the same as 
those provided with respect to the estate tax. 


Gift of Community Property 


The Regulations provide that the marital 
deduction is allowable with respect to any 
transfer by a donor to a spouse only to 
the extent that such transfer can be shown 
to represent a gift of property which was 
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not at the time of the gift held as commu- 
nity property. The burden of establishing 
this fact rests upon the donor. 


‘“‘Community Property” Defined 


Under the Gift Tax Regulations, the 
definition of what constitutes community 


property is the same as that provided under 
the estate tax. 


A special rule is provided under the 
Regulations for the situation in which 
property held by a husband and wife as 
community property is used to purchase 
insurance upon the husband’s life and a 
third person is revocably designated as 
beneficiary. In such case, where under the 
state law the husband’s death is considered 
to make the transfer by the wife absolute, 
there is a gift by the wife, at the time of 
her husband’s death, of one half of the 
amount of the proceeds of such insurance. 
Under Texas law the status of life insurance 
is not clearly settled, but the decisions 
indicate that the husband’s death does in 
such a case make the transfer by the wife to 
the third person beneficiary under the hus- 
band’s insurance policy an absolute trans- 
fer, unless it can be shown that the 
beneficiary had no insurable interest in the 
life of the insured or that the beneficiary 
was designated by the husband for the 
purpose of defrauding his wife. Conse- 
quently, it would appear that in the case 
of Texas community property a gift tax will 
be imposed upon the wife where a third 
party has been revocably designated as bene- 
ficiary of a policy on the husband’s life and 
the husband predeceases his wife. This 
provision should be of particular interest 
to life underwriters. It constitutes an ex- 
ample of a situation in which a considerable 
injustice may be done to the surviving 
wife, since she not only loses the amount 
of the insurance on her husband’s life but 
has to pay a gift tax on one half of that 
amount. The moral appears to be that a 
Texas wife should make sure that her 
husband does not designate someone else as 
beneficiary under his policies. She can do 
this most effectively by retaining physical 
possession of the policies herself. 


Proof Required 


Under the Regulations the donor must 
submit such proof as is necessary to estab- 
lish the right to the marital deduction, 


including any evidence required by 
Commissioner. 
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With respect to the filing of gift tax 
returns, the Regulations provide that if, 
without respect to the marital deduction 
provisions, both consenting spouses are re- 
quired to file gift tax returns, returns must 
be filed by both of them. If only one of 
the spouses is required to file a return, 
without taking into account the marital 
deduction provision, that spouse must file 
areturn. In the latter event, if after giving 
effect to the marital deduction provision 
the other spouse is considered to have made 
any gift of a future interest in property or 
any gifts to any one third party donee ex- 
ceeding $3,000 in value, a return for that 
year must be filed by that other spouse. For 
example, if during any calendar year the 
husband made a gift of $5,000 to a son and 
the wife made no gifts, only the husband 
would be required to file a return for such 
vear. If, however, the wife had made a gift 
of $2,000 to the same son, or if the gift 
made by the husband had amounted to 
$7,000, both spouses would be required to 
file a return in the event that consent is 
signified. 


Where consent is signified by the spouses, 
the actual donor must nevertheless be identi- 
fied. In case consent is signified, the lia- 
bility with respect to the entire gift tax of 
each spouse for the calendar year is joint 
and several. The Regulations further pro- 
vide, however, that where consent is signi- 
fied by the spouses and one spouse pays all 
of the gift tax, the payment of such tax 
will not be considered as a taxable gift. 
The same rule applies where a joint income 
tax return is filed for the spouses. 


Conclusions 


From this rapid survey of the Estate and 
Gift Tax Regulations under the 1948 Act, 
it is certainly obvious that the subject is 
exceedingly complex. It is impossible that 
in the space of a few pages anyone could 
make the subject entirely clear. About all 
that one can hope to do is to plow the 
ground so that upon later excursions into 
the field the problems will come to light 
somewhat more easily. 


As we have already noted, the complexity 
of the subject can be blamed on the diffi- 
culty of matching the rules pertaining to 
separate property with those pertaining to 
community property. Those in a commu- 
nity-property state may, in a way, feel 
thankful that they do not have to go into 
the marital deduction problem except where 
separate property is involved. In the non- 
community-property states, the marital de- 

(Continued on page 480.) 
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i Boag Excess Profits Tax Council, which 
is a part of the Bureau of Internal Revenue 
in the Treasury Department, in the execu- 
tive third of our government, issued E. P. C. 
35 on December 15, 1948. In this ruling 
it revised parts of the Bureau’s Bulletin 
on Section 722 of the Internal Revenue 
Code, issued November 2, 1944. One of 
those parts deals with Section 722(c)(1), 
which, in the Code itself, provides that 
the tax shall be considered to be excessive and 
discriminatory if the credit based on in- 
vested capital is an inadequate standard 
because “(1) the business of the taxpayer 
is of a class in which intangible assets 
not includible in invested capital under sec- 
tion 718 make important contributions to 
income.” (Italics supplied.) 


E. P. C. 35 states: 


“For the purpose of section 722(c), an 
asset is includible in invested capital unless 
it has, in the hands of the taxpayer, (a) 
no unadjusted basis, (b) an unadjusted basis 
of zero, or (c) an unadjusted basis which 
is clearly a nominal amount.” 


Presumably, the words “an asset” include 
both tangible and intangible assets because 
later, in Part VII(D), E. P. C. 35 refers toa 
tangible asset not includible as defined 
above. That opens the door to an even 
wider deviation from the Code provisions. 
To exemplify, if a corporation organized 
after December 31, 1939, purchases a patent 
for cash at a fair valuation, that patent 


FOR THE PURPOSE OF SECTION 722(c), MUST INVESTED 
CAPITAL BE COMPUTED IN A NEW AND STRANGE WAY? 








is includible in invested capital under 
E. P. C. 35 because it has an unadjusted 
basis (cost) which clearly is not a nominal 
amount. Yet that patent obviously is “not 
includible in invested capital under section 
713," 


Section 718, so far as it is relevant here, 
provides: 


“(a) Derrinirion.—The equity invested 
capital for any day of any taxable year 
shall be determined as of the beginning 
of such day and shall be the sum of the 
following amounts, reduced as provided in 
subsection (b)— 


“(1) Money PAID In—Money previously 
paid in for stock, or as paid-in surplus, or 
as a contribution to capital; 


“(2) PRopERTY PAID IN.—Property (other 
than money) previously paid in (regardless 
of the time paid in) for stock, or as paid-in 
surplus, or as a contribution to capital. 
Such property shall be included in an 
amount equal to its basis (unadjusted) for 
determining loss upon sale or exchange. .. . 


“(4) EARNINGS AND PROFITS AT BEGIN- 
NING OF YEAR—The accumulated earnings 
and profits as of the beginning of such 
taxable year.” 


To revert to the hypothetical example 
above, a corporation organized after 
December 31, 1939, which purchases a 
patent for cash at a fair valuation is eligible 
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under the Code to apply for relief if the 
patent makes important contributions to 
income. This follows automatically from 
Section 722(c)(1) because the patent clearly 
is not includible in invested capital under 
Section 718. But E. P. C. 35 deprives 
the corporation of the right to apply for 


relief because the patent would have an un- .- 


adjusted basis which is 
amount. 


not a nominal 


The Council does not give us the benefit 
of a statement of the reasoning by which 
it denies relief to a corporation apparently 
qualified under the statute enacted by Con- 
gress. Under the new organization and 
plan of procedure stated in E. P. C. 34, 
the new E. P. C. 35 presumably was issued 
by the Executive Committee of five, every 
other Council member presumably having 
been granted an opportunity to comment 
on it. Presumably, the Executive Commit- 
tee transmits the proposed E. P. C. to the 
other members of the Council with a type- 
written report or memorandum stating the 
committee’s reasons in support of the proposed 
ruling. It would be helpful to all practitioners 
if the Council would publish those reports, 
and thus adopt the practice of Congress 
in publishing the reports of its committees. 
Certainly, the Council does not consciously 
legislate; but its rulings have the effect of 
law until they are overruled by the Tax Court. 


Administrative Construction 


We must conclude, by inference, that the 
Council intended this portion of E. P. C. 35 
to be an administrative construction of 
Section 722(c)(1). It supports the posi- 
tion. taken by the Bureau in its Bulletin 
on Section 722. Very early in its existence, 
the Council, by E. P. C. 3 of November 14, 
1946, characterized the Bulletin as repre- 
senting the current trend of official opinion 
at the time of issuance. It was the result 
of a concentrated effort, extending over 
a period of nearly a year, by Bureau staff 
members specializing in 722 matters. 
“However, with the passage of time and 
the gaining of experience, it follows that 
the trend of official opinion may change.” 
That it has changed in many respects is 
shown by numerous E. P. C.’s. It seems 
unfortunate that it has not changed with 
respect to 722(c)(1) to the extent of al- 
lowing relief to taxpayers which seem 
legally entitled to it under any fair-minded 
reading of that section. 


The change, originally made by the 
Bulletin and now perpetuated by E. P. C. 
35, in effect substitutes a new provision 
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for 722(c)(1). This was made presumably 
as a construction of the Internal Revenue 
Code by the Council as an administrative 
body. A finally binding construction of 
a statute can be made only by an appropri- 
ate court acting judicially, but an adminis- 
trative construction in the meantime will 
be given weight by the court if the statute 
is ambiguous. 


“Where the meaning of a statute is clear 
and unambiguous an administrative con- 
struction thereof is not material and has 
no persuasive force. An administrative 
construction inconsistent or out of har- 
mony with a clear and unambiguous statute 
cannot be given weight for to do so would 
amend the statute. Hence an ad- 
ministrative construction has no weight 
when it conflicts with a statute whose 
meaning is plain on its face so that there 
is no room for construction. This 
is an ironbound rule.” (Vom Baur, Federal 
Administrative Law, Section 478.) 


Basic Question 


The basic question, therefore, is whether 
Section 722(c)(1) is ambiguous and thus 
subject to construction by the Council. 
This section of the Internal Revenue Code 
could not be more definite and specific. 
On its face, it is not ambiguous. An ex- 
ample of an ambiguous statute was the 
one construed in Helvering v. New York 
Trust Company [4 ustc § 1293], 292 U. S. 
455. That statute referred to securities 
“held for more than two years,” and the 
ambiguity arose in the question: Held by 
whom—the donor or the donee? The 
United States Supreme Court found the 
construction so difficult that three of the 
justices dissented. Mr. Justice Roberts, in 
his dissenting opinion, wrote (at page 471): 


“There is no abstract justice in any 
system of taxation. Nothing could involve 
more dangerous consequences, than that the 
courts should rewrite plain provisions of 
a tax act in order to bring them into har- 
mony with a supposed general policy. 
Every revenue act embodies policies which 
conflict: to some extent with those elsewhere 
in the Act evinced. Income tax legislation 
is a continuous series of corrections and 
amendments in an effort to make the policy 
of taxation more congruous.” 


When many justices of the Supreme 
Court, which is the ultimate in statutory 
construction, obviously believe that cor- 
rections and amendments should be made 
by Congress, it seems unwise, if not 
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legally improper, for an administrative body 
such as the Council to “construe” a specific 
and definite statute out of existence by 
substituting for it some new section in 
order to make the statute conform to what 
some construer thinks Congress may have 
meant. The fact that the change made by 
the Council will increase the revenue by 
reducing the amount of relief is an argument 
ad hominem, which would not appeal to stock- 
holders and other taxpayers if there were any 
way of bringing it generally to their attention. 


No Ambiguity 


It is difficult to uncover any ambiguity 
in the 722(c)(1) statement “not includible 
in invested capital under section 718.” 
There is only one Section 718, and the 
provisions of that section obviously are 
not in any way ambiguous. Ambiguity 
could be claimed in the use of the words 
“class,” “intangible” and “important” in 
722(c)(1); and E. P. C. 35, it is believed 
properly, construes these words, except for 
its blanket exclusion of “know-how.” It 
is the Council’s substitution of a new con- 
cept of “invested capital” for the Section 
718 concept prescribed by 722(c)(1) which 
seems open to criticism. If the Council 
had authority to redraw 722(c), perhaps 
it would reverse the order of the subsec- 
tions, and perhaps the substitution proposed 
in E. P. C. 35 would fit neatly into the 
pattern of the redrawn statute. But quite 
clearly it has no such authority. 


Arguments 


Perhaps it could be contended that it 
is unfair to deny relief under 722(c)(1) 
to a corporation which has an income- 
producing intangible included in invested 
capital at an amount substantially lower 
than its true value. In that situation, 
relief would be obtainable under 722(c) (3) 
if the corporation had operated with an 
invested capital substantially lower than 
that of other corporations in the same 
industry with a business volume of com- 
parable size. The reason for any such 
operation would be found in a_condi- 
tion peculiar to the specific corporation— 
namely, that the law required the inclusion 
of the asset in invested capital at a valua- 
tion lower than its real value. 


On the other hand, there seems to be no 
unfairness in the allowance of relief, in 
accordance with 722(c)(1), to a corpora- 
tion which purchases an income-producing 
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intangible for cash or property equal to 
or exceeding its real value. The amount 
of the credit based on invested capital al- 
lowed by the statute as enacted by Con- 
gress is not affected at all by the purchase 
of the intangible asset or the value at which 
it is carried as an asset by the corporation. 
Relief is allowed by Congress because the 
corporation has an intangible which makes 
important contributions to income al- 
though the value of the intangible is not 
includible in the invested capital on which 
the eight per cent credit is computed. 
E. P. C. 35 now states that the intangible 
is includible in invested capital, and thus 
denies relief to the corporation. This 
limits the credit to eight per cent of the 
basis assigned to the intangible, plus, of 
course, eight per cent of the other amounts 
includible in invested capital under Section 
718. It is not difficult to think of a case 
in which an eight per cent return would 
be grossly inadequate. It is to meet such 
a situation that Congress allowed relief in 
the form of a constructive average base 
period net income. It is not entirely clear 
why the Council denies relief. 


The fairness or unfairness of the results 
which may flow from the enforcement of 
a duly enacted statute is entirely im- 
material to an administrative agency or 
to a court, unless the court can destroy 
the statute by declaring it unconstitutional 
or otherwise defective, or unless either the 
agency or the court can construe the statute 
to mean something not apparent on its 
face. But a statute must be ambiguous 
to justify either an agency or a court in 
construing it, because the legislative branch 
of the government, at least under our Con- 
stitution, has the sole power to enact 
statutes. Ambiguity in Section 722(c)(1) 
is not apparent to the writer, but evidently 
is apparent to the Executive Committee. 
Consequently, ambiguity will be assumed 
for purposes of argument, but in no way ad- 
mitted. The well-established general princi- 
ples and rules of statutory construction 
will not be stated herein, but a few possible 
arguments will be considered. 


Arguments Refuted 


If anyone should seriously argue that 
an intangible purchased by the corporation 
for cash is included in the invested capital 
because it is reflected by the invested 
capital, two answers could be made. 


In the first place, such an argument does 
violence to the ordinary meanings of two 
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common words. The word “reflected” im- 
plies the existence of two separate things— 
the one which is reflected and the one 
which does the reflecting. It is difficult 
to conceive of one thing reflecting itself. 
To use a homely illustration, a person who 
looks into the still surface of a pond sees 
his head reflected by the water. That is 
quite different from (and much safer than) 
having his head included in the water. 


Further, if “reflected by” means “included 
in by substitution for cash which was in- 
cluded in,” the argument has little force, 
for two reasons. First, cash itself does not 
form part of the invested capital under 
Section 718. Such invested capital is purely 
intangible. One element of it is the amount 
of money which previously had been paid 
in for stock, or as paid-in surplus, or as 
a: contribution to capital. A corporation 
can have an invested capital under Section 
718 if it has no assets of any kind, but 
merely a deficit to offset its capital stock. 
Consequently, cash as such is not included 
in Section 718 invested capital, and thus 
no asset which replaced the cash used to 
purchase it can be included. Also, it would 
be impossible in any ordinary situation to 
identify the source of the cash used to 
purchase the asset. 


It would be possible, if a check should 
be received for the stock issued, for the 
corporation to endorse the check and return 
it to the new stockholder in exchange for 
the transfer of a patent to the corporation. 
The corporation then could claim eligi- 
bility for relief on the ground that the 
income-producing intangible patent was not 
includible in invested capital under Section 
718 because it had been purchased for cash. 
In this situation, the Tax Court could 
disregard the form of the transaction and 
hold that in reality the stock had been 
issued for the patent and that the cor- 
poration was not eligible for relief. But 
once a check received as consideration for 
stock issued is deposited, the money repre- 
sented by it is commingled with all other 
money belonging to the corporation. 
Thereafter, it is impossible to identify the 
source of any payment made. The cash 
paid could have come from borrowed money, 
from money which should be paid on cur- 
rent liabilities, from money earned as net in- 
come or from money received as considera- 
tion for issued stock. It seems unsound 
to contend that an _ intangible pur- 
chased for cash is includible in invested 
capital under Section 718. The invested 
capital for excess profits tax purposes bears 
no resemblance to the invested capital 
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known to the banker, businessman, ac- 
countant or lawyer. It is a purely technical 
concept, and can exist for a corporation 
which has been unfortunate in its business 
operation and has no assets of value and a 
deficit instead of accumulated earnings. 


Change in Statutory Plan 


It is true, of course, that the inexactness 
of the English language makes it practically 
impossible to write anything which cannot 
be characterized as ambiguous by an earnest 
seeker of ambiguity. It is equally true 
that a statute must be so construed as 
to effectuate the purpose of the legislative 
body which enacted it, when such purpose 
can be ascertained. After the purpose has 
been ascertained, it is permissible to ignore 
the mere letter of the statute, and even 
to disregard or to supply words -obviously 
inserted or omitted by mistake. (Craw- 
ford, Construction of Statutes, Section 178.) 
There are two difficulties in applying this 
principle in support of the construction 
ot faece)y(!) by E. PP. C. 35.  Ficst.. we 
have no way of knowing the purpose of 
Congress in enacting 722(c)(1) in its defi- 
nite and precise form, because the Com- 
mittee reports give us no clue. Second, 
in E. P. C. 35 there is no ignoring of 
“the mere letter” of 722(c)(1), and no 
disregarding or supplying of “words ob- 
viously inserted or omitted by mistake.” 
The statutory plan has undergone a com- 
plete and radical change. Section 722(c) (1) 
requires the asset to be includible in in- 
vested capital under Section 718. E. P. C. 
35 prescribes that the asset, however ac- 
quired by the corporation, is includible in 
invested capital if it has no unadjusted 
basis, or one of zero, or one which is 
clearly nominal. E. P. C. 35 attempts to 
write a new section in place of the 722(c)(1) 
enacted by Congress. 


Inconsistency 


The provision in E. P. C. 35 under dis- 
cussion is inconsistent with a preceding 
provision in the same E. P. C., namely: 
“The term ‘invested capital’ as used in 
Section 722(c) means the invested capital 
as determined for excess profits tax pur- 
poses.” It should be noted that the de- 
termination of invested capital for excess 
profits tax purposes, to be used in Form 
1121, is precisely prescribed in the Code. 
It differs from the method invented for 
the subsequent paragraph of E. P. C. 35. 
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This conflict should add further confusion 
to the troubles of the applicant for relief 
under Section 722. He is told first that 
the term “invested capital” as used in 
722(c) means the invested capital as de- 
termined for excess profits tax purposes. 
He is told in the preceding paragraph of 
E. P. C. 35 that the right to relief is 
based in part on that definition of invested 
capital. But a few paragraphs later he is 
told that “for the purpose of Section 722(c)” 
he must compute invested capital in a new 
and strange way, and not. as it is de- 
termined for excess profits tax purposes. 


To conclude, the substitution of a new 
provision by E. P. C. 35 for Section 
722(c)(1) as enacted seems legally un- 
justifiable and administratively unwise. 
The courts have never hesitated to in- 
validate other Bureau rulings, such as 
regulations, when they overstepped the 
limits of the statutes they ostensibly were 
construing. It will be interesting to see 
what the Tax Court does with this pro- 
vision in E. P. C. 35 if a case involving 
it reaches that court and someone thinks 
to raise the point. [The End] 





| AN INFLATION-DEPRESSION PROGRAM 


HE RESEARCH AND POLICY COMMITTEE of the Committee for 
Economic Development has launched a series of long-range studies on this 








vital question: Can a free society in these crisis times steer a middle course of 
stability between the dangers of economic collapse and extreme inflation, mean- 


while strengthening its national defense, and yet preserve for its members basic 
economic and political freedom? 


The following are the elements of the committee’s recommendations along 
monetary and fiscal policy lines: 


In periods of inflation: 


Hold tax rates stable, so that tax revenues will rise as the national income 
rises and the government surplus will increase. 


Use the government surplus to retire debt held by the commercial banking 
system, including the Federal Reserve banks. 


Refund maturing government debt in a way that will reduce the holdings of 
the banking system. 

Tighten the reserve position of the banks, by Federal Reserve sale of govern- 
ment securities in the open market, by increase of rediscount rates and/or by 
increase of reserve requirements. 


Reduce the volume of government loans and guarantee of loans. 


In periods of depression: 


Hold tax rates stable, so that tax revenues will fall as the national income falls 
and the government surplus will decline or turn into a deficit. In extreme condi- 


tions a temporary reduction in tax rates may be desirable to stimulate private 
expenditure. 


Expand the money supply and increase bank reserves by open-market pur- 
chase of government securities; further ease the reserve position of the banks by 
reduction of rediscount rates and/or by reduction of reserve requirements. 

Finance the deficit, if there is one, by borrowing in a way that will induce the 
commercial banking system to acquire government securities, with such Federal 
Reserve action in providing additional bank reserves as may be necessary for 
this purpose. 

Refinance maturing federal debt in part by borrowing from the commercial 
banking system, including the Federal Reserve banks. 

Expand the volume of federal loans and guarantees of loans, within the scope 
of the federal loan program accepted as appropriate in the long run. 

While pointing out that monetary and fiscal policy cannot of itself offer the 
solution to instability in a free economy, CED believes that the program it is 
recommending in this field can make a major contribution to greater stability. 
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The Commissioner has just issued proposed regulations which, if adopted, will make 
the Regulations conform to the decision in the Church case. No change in the Regu- 





lations is necessary because of the Spiegel decision. Under the Administrative Pro- 
cedure Act there is a thirty-day waiting period before the regulations take effect. The 
change will affect Regulations 105, Sections 81.17 (A), (B), (C)—an entirely new example 
is substituted for present example (6)—and (D) and Section 81.18. The Commissioner 


CHURCH—SPIEGEL DECISIONS 





By SAMUEL J. FOOSANER 


—- one end of the country to the 
other, lawyers, trust officers and their 
clients have been given cause for great con- 
cern respecting literally thousands of ex- 
isting trusts. A bombshell was thrown into 
an otherwise seemingly peaceful situation 
by the Church’? and Spiegel? decisions ren- 
dered on January 17, 1949, by the Supreme 
Court of the United States. The principle 
laid down in the cases of May v. Heiner® 
and Hassett v. Welch* has fallen by the way- 
side. Tax lawyers are quite familiar with 
the holdings in these cases to the effect that 
irrevocable lifetime transfers made prior to 
March 3, 1931, where only income was re- 
tained, were not includible in the gross 
estate of the grantor, even though the 
grantor died after that date. 


In Commissioner v. Estate of Francois L. 
Church, the decedent, in 1924, had created 
an irrevocable trust from which he was to 
receive the income for life. Upon his death, 
the trust was to terminate and the assets 
were to be distributed to his children or, if 
there were no children, to his brothers and 
sisters or to their children. The Supreme 
Court, ignoring the question of whether the 
trust was part.of the grantor’s estate be- 





1 Estate of F. L. Church [49-1 ustc { 10,702], 
No. 5, October Term, 1948; rehearing denied 
February 14, 1949. 

2? Estate of 8S. M. Spiegel [49-1 ustc { 10,703], 
No. 3, October Term, 1948; rehearing denied 
February 14, 1949. 

3 [2 ustc 7 519] 281 U. S. 238. 

* [38-1 ustc J 9140] 303 U. S. 303. 
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A New Bombshell to Existing Trusts 


cause of the remote possibility of reversion 
by operation of law, held that because of the 
retention of income the transfer in trust was 
one to take effect in possession or enjoy- 
ment at or after the death of the grantor. 


Possibly the most succinct recapitulation 
of what occurred in this case can be offered 
through the quotation of one sentence from 
the opinion rendered by Mr. Justice Black: 


“We have concluded that confusion and 
doubt as to the effect of our Hallock case on 
May v. Heiner should be set at rest in the 
interest of sound tax and judicial adminis- 
tration.” 


The principle laid down in May v. Heiner, 
it will be recalled, permitted a grantor to 
create an irrevocable trust under the terms 
of which he was able to reserve the right to 
income for his lifetime, and yet, notwith- 
standing this retained enjoyment until death, 
have the entire corpus excluded from his 
gross taxable estate at death. As is gen- 
erally known, this principle obtained, and 
remained in full force and effect with respect 
to irrevocable transfers created or made 
prior to March 3, 1931. Thus, with regard 
to all pre-March 3, 1931 trusts which pro- 
vided for the corpus to pass upon the death 
of the grantor, many estates enjoyed sub- 
stantial exemptions prior to the rendition 
of the Church decision—this, despite the fact 
that the grantors had enjoyed the full in- 
come benefits of the property during their 
lifetimes. 
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will consider any data, views or arguments pertaining to these regulations which are 
submitted in writing to him within the thirty-day waiting period. In the case of a decedent 
who died on or before January 17, 1949, property transferred before 10:30 p. m. Eastern 
Standard Time, March 3, 1931, shall not be included in the gross estate if the decedent’s 


only right or interest consisted of a life estate. 


MR. FOOSANER, A NEWARK TAX ATTOR- 

NEY, IS CHAIRMAN, FEDERAL TAX LAW- 

YERS COMMITTEE, AND FEDERAL TAX 
EDITOR, TRUSTS AND ESTATES 








Augusta Berns Studio 


Facts in Church Case 


Francois L. Church created a trust with 
certain securities in 1924. At that time, he 
was only twenty-one years of age, unmar- 
ried and childless. The trust could not be 
altered, amended or revoked. Under its 
terms, he designated his two brothers and 
himself as co-trustees and directed the trus- 
tees to pay him the income of the trust for 
life. By virtue of this income-reservation 
provision, Church sought to enjoy the fruits 
of his gift for his life, and simultaneously to 
avoid the inclusion of any part of the corpus 
in his taxable estate upon his death. 


The provisions of the Church trust once 
again gave rise to the question of whether 
or not a grantor who created a trust prior 
to March 3, 1931, could, in light of the deci- 
sion in May v. Heiner, continue to enjoy the 
income for his life and have the entire corpus 
exempt from federal estate taxes upon his 
death. The question involved the taxing 
provision of the federal estate tax law, and 
in particular that portion of Section 811(c) 
of the Internal Revenue Code which deals 
with the type of transfer here involved. 
Those familiar with the estate tax provisions 
of the law, generally, have encountered Sec- 
tion 811(c) on many occasions. This provi- 
sion requires that all property be included 
in a decedent’s gross taxable estate at its 
value at the time of his death where such 
property was transferred by trust or other- 
wise prior to his death and was “intended 


Church and Spiegel Decisions 


to take effect in possession or enjoyment at 
or after his death.” 


Church established his trust under the 
New York law. No provision was made for 
a disposition of the trust property under 
the terms of the trust indenture if he died 
without children and without any brothers 
or sisters, or any of their children, surviving 
at the time of his death. If, on the other 
hand, he was survived by any of the persons 
named, such of the assets as remained at 
the time of his death were to devolve to 
those persons named. In spite of the fact 
that when Church died in 1939, five brothers 
and one sister and ten of their children sur- 
vived, the Commissioner contended that 
under the New York law, had none of these 
beneficiaries been surviving at the grantor’s 
death, the corpus would have reverted to 
his estate. From a practical viewpoint, it 
was recognized that the possibility of such 
reversion was very remote. Notwithstand- 
ing this fact, however, there was a possibil- 
ity of reverter; and when this was considered 
in conjunction with the retention of the in- 
come interest by the grantor for life, there 
appeared to be no question as to the fact 
that the corpus of the trust was includible 
in the decedent’s gross estate at death.’ 


In reaching the foregoing conclusion, the 
Court took cognizance of its holding in the 
Hallock case. In that decision, it pointed 
out, it had held that where a person during 





5In taking this view, the Court cited Helver- 
ing v. Hallock [40-1 ustc { 9208], 309 U. S. 106. 
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his lifetime transfers property which pro- 
vides for the reversion of the corpus to him- 
self, upon a contingency terminable at death, 
the law requires the value of the corpus to 
be included in his gross estate under the 
“possession or enjoyment” provision of Sec- 
tion 81l(c) of the Internal Revenue Code. 


Prior Case Support 


In discussing its view, the Supreme Court ° 


emphasized the earlier history of both the 
Church decision and the Spiegel case. It noted 
that the United States Circuit Court of Ap- 
peals for the Seventh Circuit’ in the Spiegel 
case had found that under Illinois law a 
possibility of reverter prevailed, and had re- 
versed the Tax Court in holding the pos- 
sible reversion by operation of law to require 
inclusion of the trust corpus in the dece- 
dent’s taxable estate. 


In opposing the position taken by the 
government, counsel for both the Church 
and Spiegel estates argued that no basis 
existed for including the corpus in the dece- 
dents’ taxable estates at death. They urged, 
first, that even if a possibility of reverter 
did prevail, it would constitute an unjustifi- 
able extension of the Hallock rule to hold 
such possibility to require inclusion of the 
entire value of the trust corpus in a dece- 
dent’s estate; second, that the facts of the 
situation in the Church case clearly indicated 
the extreme improbability of the decedent’s 
surviving all his brothers, his sisters and 
their ten children. Counsel in the Church 
case stressed that such a contingency was 
so remote that the money value of the re- 
versionary interest was infinitesimal, and 
that: under the circumstances it would be 
entirely unreasonable to attribute to the 
Hallock rule any requirement for inclusion 
of the subject matter of the trust in the 
grantor’s estate.® 


Mr. Justice Black clearly stressed that the 
Supreme Court did not recognize any justi- 
fiable basis for the holding in May v. Heiner. 
Certainly, to the extent that he was capable 
of doing so, he emphasized the irreconcila- 
bility of the principle laid down in May v. 
Heiner with that in the Hallock case. In 
relevantly discussing the basis for May v. 
Heiner, he very pertinently pointed out this: 


“Crucial to the court’s holding in May vw. 
Heiner was its finding that no interest in the 
corpus passed at the settlor’s death because 





7 [47-1 ustc { 10,531] 159 F. (2d) 257. 

8 Such a contingency has been recognized. See 
Fidelity-Philadelphia Trust Company v. Roth- 
ensies [45-1 ustc { 10,168], 324 U. S. 108. 


legal title had passed from the settlor ir- 
revocably when the trust was executed; for 
this reason the grantor’s reservation of the 
trust income for his life—one of the chief 
bundle-of-ownership interests—was held not 
to bring the transfer within the category of 
transfers ‘intended to take effect [in]... 
enjoyment at his death’. This Court 
had never before so limited the possession 
or enjoyment section. Thus was formal legal 
title rather than the substance of a transac- 
tion made the sole test of taxability under 
§81l(c). For from the viewpoint of the 
grantor the significant effect of this transac- 
tion was his continued enjoyment and re- 
tention of the income until his death; the 
important consequence to the remaindermen 
was the postponement of their right to this 
enjoyment of the income until the grantor’s 
death.” 


In his penetrating analysis of the principle 
of May v. Heiner, and in his noting that in 
spite of the liberality of the provisions with 
respect to beneficial use of the property by 
the grantor during lifetime, the instrument 
was held to be “nontestamentary in char- 
acter,” Mr. Justice Black added: 


“And by this simple method one could, 
despite the ‘possession or enjoyment’ clause, 
retain and enjoy all the fruits of his prop- 
erty during life and direct its distribution at 
death, free from taxes that others less skilled 
in tax technique would have to pay.” 


The Court was not hesitant, in reviewing 
its past decisions, to recognize that in the 
two previous St. Louis Trust Company deci- 
sions,” it had failed to explore exhaustively 
the basic principles in these cases. Instead, 
it had merely “delved into the question of 
legal title under rather subtle property law 
concepts and decided that the legal title of 
the trust properties there . . . had passed 
irrevocably from the grantor.” It noted, 
too, that in those cases the mere passage of 
the legal title was construed to be sufficient 
to render the “possession or enjoyment” sec- 
tion of the Code inapplicable. But observ- 
ing that the Helvering v. Hallock decision 
was rendered in 1940, the Court was quick 
to point out that that decision expressly 
overruled the two St. Louis Trust Company 
cases of 1935. The Court, in further em- 
phasizing the finality of the Hallock decision, 
stated: 


“In Hallock we emphasized our removal 
of that support by declaring that § 811(c) 
‘deals with property not technically passing 





® Helvering v. St. Louis Trust Company [36-1 
ustc § 9005], 296 U. S. 39; Becker v. St. Louis 
Trust Company [36-1 ustc { 9006], 296 U. S. 48. 
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at death but with interests theretofore 
created. The taxable event is a transfer 
inter vivos. But the measure of the tax is the 
value of the transferred property at the time 
when death brings it into enjoyment.’ . 

“Moreover, the Hallock case . . . stands 
plainly for the principle that ‘In determin- 
ing whether a taxable transfer becomes 
complete only at death we look to substance, 
not to form. . However we label the 
device [if] it is but a means by which the 
gift is rendered incomplete until the donor’s 
death’ the ‘possession or enjoyment’ provi- 
sion applies.” 


Returning to the facts in the instant case, 
Justice Black asked: “How is it possible 
to call this trust transfer ‘complete’ except 
by invoking a fiction?” Church was the 
sole owner of the stocks before the transfer, 
and unquestionably his primary interest in 
those holdings was to possess a continuing 
right to the income from them. Since 
Church, the grantor, owned a legal right or 
property right in the stock income until the 
time of his death, in effect, he did not make 
a complete gift until the date of his death. 
It was at that time that the property right 
unequivocably was transferred to the beneé- 
ficiaries under the trust. Accordingly, Mr. 
Justice Black added: 


“Looking to substance and not merely to 
form, as we must unless we depart from 
the teaching of Hallock, the inescapable fact 
is that Church retained for himself until 
death a most valuable property right in 
these stocks—the right to get and to spend 
their income. Thus, Church did far more 
than attach a ‘string’ to a remotely possible 
reversionary interest in the property, a suffi- 
cient reservation under the Hallock rule to 
make the value of the corpus subject to an 
estate tax. Church did not even risk attach- 
ing an unbreakable cable to the most valu- 
able property attribute of the stocks, their 
income. He simply retained this valuable 
property, the right to the income, for him- 
self until death, when for the first time the 
stock with all its property attributes ‘passed’ 
from Church to the trust beneficiaries.” 


Discarding Stare Decisis 


Counsel on behalf of the decedent’s estate 
urged that May v. Heiner be continued as 
controlling law, and that its final repudia- 
tion be left to Congressional action. To 
this the Court responded: 


“The argument for continuing the error 
of May v. Heiner is not on the merits but 
is advanced in the alleged interest of tax 
stability and certainty, stare decisis and a 


Church and Spiegel Decisions 


due deference to the just expectations of 
those who have relied on the May v. Heiner 


doctrine. . . . We find no merit in these 
contentions.” 


Illustrating and emphasizing the attitude 
of both Congress and the Treasury Depart- 
ment toward the decision in May v. Heiner, 
the Court stated: 


“Moreover, the May v. Heiner doctrine 
has been repudiated by the Congress and 
repeatedly challenged by the Treasury. It 
certainly is not an overstatement to say that 
this Court’s Hallock opinion and holding 
treated May v. Heiner with scant respect. 
We said Congress had ‘displaced’ the May 
v. Heiner construction of §811(c); in over- 
ruling the St. Louis Trust cases we pointed 
out that those cases had relied in part on 
the ‘Congressionally discarded May v. Heiner 
doctrine’; we thought Congress ‘had in prin- 
ciple already rejected the general attitude 
underlying’ the May v. Heiner and St. Louis 
Trust cases; and finally our Hallock opinion 
demolished the only reasoning ever ad- 
vanced to support the May v. Heiner holding.” 


A reading of the facts and the opinion of 
Mr. Justice Black in the Church case quickly 
reveals that he had no mental reservation 
with respect to the ultimate decision to be 
rendered in the case. While he seemingly 
felt it incumbent upon him to engage in a 
full review of May v. Heiner and the various 
other cases” discussed in the trial of the 
case, no doubt prevailed as to his ultimate 
convictions. Possibly the words of the 
Court will more clearly illustrate this fact 
than will anything else. In his concluding 
paragraph, Justice Black laconically stated: 


“We hold that this trust agreement, be- 
cause it reserved a life income in the trust 
property, was intended to take effect in 
possession or enjoyment at the settlor’s 
death, and that the Commissioner there- 
fore properly included the value of its 
corpus in the estate.” 


Spiegel Case 


In the second case, Estate of Sidney M. 
Spiegel v. Commissioner, the Court extended 
the doctrine of Helvering v. Hallock to re- 
mote possibilities of reversion resulting 
from operation of law. 


While this decision dealt singularly with 
the possibility of reverter by operation of 
law, the Court took cognizance of its adjudi- 
cation in the Church case since similar is- 
sues were involved. 





10 Hassett v. Welch, supra; Helvering v. Mar- 
shall [38-1 ustc f 9140], 303 U. S. 303. 
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Many consider the findings of the Spiegel 
case to be most extreme. The fact is that 
a number of justices of the Supreme Court 
themselves were so concerned with the pos- 
sible reverberations of the majority holding 
in the Spiegel case that they engaged in 
lengthy, exhaustive and driving dissenting 
opinions.” 


Three Issues 


The decedent, Sidney M. Spiegel, was a 
resident of the State of Illinois. In 1920 he 
made a transfer by creating a trust with 
certain stocks which he owned, and named 
himself and another as trustees. Under the 
provisions of the trust indenture, the in- 
come was to be distributed to Mr. Spiegel’s 
three children, so long as they survived, and 
upon their death to their surviving children. 
The principal of the trust was to be dis- 
tributed to the same beneficiaries and in the 
same manner as the income. The trust in- 
denture was silent with the respect to the 
disposition of the corpus of the trust and 
any income which may have been accumu- 
lated thereon in the event that Mr. Spiegel 
survived ali his children and his grand- 
children. Because of this fact, when Mr. 
Spiegel died in 1940, the Commissioner took 
the position that under the controlling state 
law (Illinois), had Mr. Spiegel survived 
both his children and all his grandchildren, 
the property placed in trust would have re- 
verted to him. Observing this possibility 
of reverter, the Commissioner concluded 
that the entire value of the corpus of the 
trust, together with the accumulated income 
(approximately $1,140,000), was includible 
in the decedent’s gross taxable estate. The 
Tax Court” disagreed with the Commis- 
sioner; but when the case was appealed to 
the Seventh Circuit,” that court reversed the 
Tax Court. The higher court held that Sec- 
tion 811(c) of the Code was controlling, and 
that the possession or enjoyment provision 
required the inclusion of the value of the 
trust property and the accumulated income 
in the estate, under the rule laid down in 
Helvering v. Hallock, because a construction 
of the trust indenture, under the [Illinois 
law, encompassed a possfble reversion of 
the property to Mr. Spiegel in the event 
of his surviving all of the beneficiaries named. 

In the Spiegel case, as well as in the 
Church case, Mr. Justice Black delivered the 
majority opinion of the Court. He referred 





1 Justices Burton and Frankfurter dissented, 
each filing a separate opinion. Mr. Justice 
Jackson also dissented. 

12 [CCH Dec. 14,424(M)] 4 TCM 256. 

13 Supra, footnote 7. 


to the Hallock holding, and emphasized that 
this holding still prevailed. Observing that 
the taxpayer contended, in part, that Sec- 
tion 811(c) imposes a tax only where it can 
be shown that the settlor’s intent was to 
reserve a contingent reversionary interest 
in the property to himself, the Court re- 
jected this argument. In like manner it 
bypassed the urgings of counsel to the effect 
that the value of the possible contingent 
reversionary interest was so small in com- 
parison to the total value of the corpus in- 
volved that the Hallock rule should not be 
applied. Finally, the Court disagreed with 
the third contention of counsel, to the effect 
that the Seventh Circuit had reached an 
erroneous decision in determining that under 
the Illinois law the corpus of the trust would 
revert to the settlor, had all of the bene- 
ficiaries predeceased him. 


Mr. Justice Black considered one issue at 
a time. First, resorting to the decision in 
Commissioner v. Church, he pointed out that 
the Hallock case was controlling insofar as 
it related to the scope of the possibility of 
the possession or enjoyment of property 
under Section 81l(c) of the Code. The 
learned justice went on to say: 


“What we said demonstrates that the 
taxability of a trust corpus under this pro- 
vision of §811(c) does not hinge on a set- 
tlor’s motives, but depends on the nature 
and operative effect of the trust transfer. 
In the Church case we stated that a trust 
transaction cannot be held to alienate all of 
a settlor’s ‘possession or enjoyment’ under 
§ 811(c) unless it effects ‘a bona fide trans- 
fer in which the settlor absolutely, un- 
equivocally, irrevocably, and without possible 
reservations, parts with all of his title and 
all of his possession and all of his enjoy- 
ment of the transferred property. After such 
a transfer has been made, the settlor must 
be left with no present legal title in the 
property, no possible reversionary interest 
in that title, and no right to possess or to 
enjoy the property then or thereafter. In 
other words such a transfer must be imme- 
diate and out and out, and must be unaffected 
by whether the grantor lives or dies.’” 


With the obvious conviction that clearly 
indicated the concern of the justice about 
upsetting stare decisis, he insisted upon mak- 
ing his point, seemingly in the belief that 
he had not quite convinced the taxpayer oi 
the Court’s position. He felt it necessary 
to state: 


“We add to that statement, if it can be 
conceived of as an addition, that it is imma- 
terial whether such a present or future in- 
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terest, absolute or contingent, remains in 
the grantor because he deliberately reserves 
it or because, without considering the conse- 
quences, he conveys away less than all of 
his property ownership and attributes, pres- 
ent or prospective. In either event the 
settlor has not parted with all of his pres- 
ently existing or future contingent interest 
in the property transferred. He has there- 
fore not made that ‘complete’ kind of trust 
transfer that §811(c) commands as a pre- 
requisite to a showing that he had cer- 
tainly and irrevocably parted with his 
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‘possession or enjoyment’. 


In reaching its decision, the Supreme 
Court was plainly impressed by the fact that 
the Tax Court’s findings of fact showed 
that the trust indenture contained no pro- 
vision for a disposition of the corpus in the 
event of the grantor’s outliving the bene- 
ficiaries named in the instrument. 


The Court made quick disposition of 
counsel’s argument to the effect that the 
reversionary interest was of little value and 
that therefore the corpus should not be in- 
cludible in the decedent’s gross estate at 
death. It succinctly stated that inclusion of 
a trust corpus under Section 811(c) of the 
Internal Revenue Code is not dependent 
upon the value of the reversionary interest. 
To support this terse pronouncement, it 
cited authoritative law.** Justice Black was 
openly concerned not with the value of what 
was reserved to the settlor, but with the 
question of whether or not, after property 
was transferred in trust, such a transfer left 
the door open to a potentially dangerous 
tax-evasion transaction. Again, the Court 
repeated that the principal question was 
whether or not the grantor retained a pres- 
ent or contingent right or interest in the 
property, so that full and complete title, 
possession or enjoyment did not absolutely 
pass to the beneficiaries until at or after his 
death. In such event, the Court held, the 
property would be includible in his gross 
taxable estate at death.” 


Turning to the third contention of coun- 
sel, namely, that under Illinois law the 
corpus of the trust would not have reverted 
to the grantor had he outlived the bene- 
ficiaries, the Court recognized that a diffi- 
cult problem was presented in state law. 





14 Fidelity-Philadelphia Trust Company Uv. 
Rothensies, supra; Commissioner v. Estate of 
Field [45-1 ustc { 10,169], 324 U. S. 113. See 
Goldstone v. U. 8. [45-2 ustc J 10,209], 325 U. S. 
687. 

5 Citing Smith v. Shaughnessy [43-1 vustc 
7 10,013], 318 U. S. 176. 
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In making reference to the Meredith deci- 
sion,”* however, the eminent justice observed 
that the Illinois law had been fully discussed 
and explored before three judges, who were 
constantly required to pass upon questions 
of the law of that state. The Supreme Court 
had no reason to question their qualification 
in interpreting the Illinois statutes, and was 
inclined to endorse their conclusion. 


Justice Burton’s Dissent 


The Church and Spiegel decisions were 
not handed down by the Supreme Court 
without very vigorous dissents. Justices 
Burton, Reed and Frankfurter all were 
strongly moved by the Court’s determina- 
tions in these two cases, and made their 
views known. 


In the Church case, Mr. Justice Burton 
ventured the opinion that Section 811(c) 
required the settlor to manifest an inten- 
tion to have the transfer take effect at 
or after death, in order to be includible 
in the settlor’s estate upon his death. Jus- 
tice Burton concluded that not only was 
there an absence of factual intent to have 
the transfer take effect at death, but, be- 
yond that, strong affirmative evidence indi- 
cated the settlor’s intention to make a transfer 
complete and absolute in praesenti. This was 
substantiated by the fact that the grantor, 
from all appearances, had sought to protect 
both his family and himself against the pos- 
sibility of his further disposal of his interest 
in the corpus of the trust. The learned 
justice noted that the majority of the Court 
reversed the decision of the lower court 
without considering the question of intent. 
It simply overruled May v. Heiner, and in so 
doing knocked over Hassett v. Welch. 


The effect of the reversal was to place 
the trust in question, which was established 
in 1924, in the same position as if it had 
been created subsequent to the enactment 
of the Joint Resolution of March 3, 1931. 
The resolution made the federal estate tax 
applicable to property transferred after 
March 3, 1931, where the transferor re- 
served the right to the possession, enjoy- 
ment or income from the trust property 
during his life. Had the Church trust been 
created after the passage of the resolution, 
the corpus of the trust unquestionably 
would have been subject to taxation in the 
grantor’s estate. But it had been estab- 
lished many years before the 1931 resolu- 
tion. This being so, Mr. Justice Burton 





16 Meredith v. Winter Haven, 320 U. S. 228. 
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concluded, a study of the legislative history 
of the resolution readily revealed that Con- 
gress did not intend to disturb trusts which 
came into effective being before March 3, 
1931. In the justice’s words, “the prospec- 
tive character [of the resolution] also car- 
ried with it at least a congressional recognition 
of the existence of some basis for making a 
distinction between prior and future trans- 
fers of the type described.” ” 


The view taken by Justice Burton was 
supported by Justice Reed, who quoted 
statements made by members of the Ways 
and Means Committee on the floor of the 
House. Thus, he cited Mr. Hawley, chair- 
man of the committee, who, in answering a 
question as to the nature of the resolution, 
had said: “It provides that hereafter no 
such method shall be used to evade the tax.” 
It was also added that Mr. Garner of the 
same committee had stated: “The Commit- 
tee on Ways and Means this afternoon had 
a meeting and unanimously reported the 
resolution just passed. We did not make it 
retroactive for the reason that we were 
afraid that the Senate would not agree to 
it. But I do hope that when this matter is 
considered in the Seventy-second Congress 
we may be able to pass a bill that will make 
it retroactive.” 


Justice Reed, still referring to Mr. Garner, 
went on to say: “And in answer to a ques- 
tion, he reiterated: ‘I have strong hopes 
that the next Congress will make it retro- 
active. Congress never took any subse- 
quent action and this Court’s interpretation 
of the meaning of ‘intended to take effect in 
possession and enjoyment’ remained the 
same. The addition to the section made by 
the Joint Resolution made certain future 
gifts inter vivos, which would theretofore 
have been free of estate tax, subject to such 
tax.” 


As Justice Burton said: “After the execu- 
tion of the instant trust in 1924—and cer- 
tainly between March 3, 1931, and the death 
of the settlor on December 11, 1939—there 
was little, if any, reason for him to con- 
sider making further disposition of his re- 
served rights in order to protect his estate 
from the federal estate tax. Between 1924 
and 1939, there were handed down by this 
Court its decisions in May v. Heiner, supra, 
on April 14, 1930; Morsman v. Burnet [1931 
CCH ¥ 9164], 283 U. S. 783, and its two com- 


17 Reference to an excerpt from the committee 
report at the time the resolution was passed 
bears out this statement. 
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panion cases, on March 2, 1931; and Hassett 
v. Welch, supra, on February 28, 1938.” * 


Both the statements made in connection 
with the Joint Resolution of March 3, 1931, 
and the decisions of the Supreme Court ren- 
dered subsequent thereto served to lull to 
sleep those persons who prior to the passage 
of the resolution had created trusts under 
the terms of which the income was reserved 
by the grantor for life. 


It can be readily understood how Church, 
until the time of his death in 1939, never 
had any reason to suspect that the property 
which he had included in the 1924 transfer 
in trust would be added to his gross estate 
for federal estate tax purposes. 


Mr. Justice Burton very properly ob- 
served that the value of the decisions of the 
Supreme Court was increased by the Court’s 
own respect for them, and that while the 
power of self-reversal is essential in appro- 
priate cases, and is an inherent part of the 
Court’s finality of jurisdiction, each case 
which suggests its use should be “scruti- 
nized with the utmost care.” 


Confusing Regulation 


An examination of Regulations 105, Sec- 
tion 81.19, covering Section 811(c), only 
adds to the confusion. Upon a reading of 
that section of the Regulations, one can 
understandably be left with the impression 
that a transfer in trust made prior to March 
3, 1931, with a reservation of income for 
life to the settlor, would not cause the sub- 
ject matter of the transfer to be includible 
in his estate at death. For example, one part 
of Section 81.19, referring to a transfer with 
income reserved, reads as follows: 


“A transfer of the kind dealt with in this 
section, when not also falling within the pro- 
visions of some other subsection of Section 
811, requires the inclusion of the transferred 
property within the gross estate, if the 
transfer was made— 


“(1) At any time after 10:30 p. m. eastern 
standard time, March 3, 1931.” 


The unmistakable implication of the regu- 
lation is that a transfer of the kind dealt 
with, if made prior to March 3, 1931, would 
not be includible in the transferor’s gross 
estate. 





18 Justice Burton mentioned that in the com- 
panion cases decided on March 2, 1931, the en- 
try made by the Court expressly stated a doubt 
as to the constitutional authority of Congress 
to enact a law which would apply the estate 
tax retroactively to transfers which had already 
been made. The action of Congress on March 
3, 1931, reflected that doubt. 
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While Justice Burton felt that the state- 
ment of the law of Illinois by the Seventh 
Circuit Court of Appeals, to the effect that 
a contingent remainder in a trust created a 
reversionary interest in the settlor, may 
have been correct, he disagreed with the 
application of the law to the Spiegel case. 
It was his view that the Spiegel trust con- 
tained not contingent remainders but vested 
remainders, and that under Illinois law “no 
reversions, reversionary interests, resulting 
trusts, or ‘possibilities of reverter’ of any 
kind can arise by operation of law from a 
vested remainder.” 


Justice Frankfurter’s Criticism 


Concerning himself with the problems 
raised by state law, Mr. Justice Frankfurter 
noted that while the possibility of reverter 
depended entirely upon its recognition by 
the law of Illinois, it “is at best a dubious 
assumption that such a reverter exists under 
Illinois law.” The renowned justice added: 
“My brother Burton’s argument in disproof 
is not lightly to be dismissed.” 


Justice Frankfurter’s comments are not 
only critical of the majority of the Court 
but offer a possible remedy where the pro- 
cedure for obtaining such a remedy is avail- 
able in the state court. For instance, the 
justice said, in reference to the holding of 
the Court that under Illinois law there was 
a possibility of reverter: “At best, however, 
this Court’s guess that Illinois law would 
enforce such a reverter may be displaced 
the day after tomorrow by the Illinois Su- 
preme Court’s authoritative rejection of the 
guess. If tax liability is to hang by a 
gossamer thread, the Court ought to be sure 
that the thread is there.” 


Here Justice Frankfurter suggested the 
procedure which should have been followed, 
and which, incidentally, might be availed of 
in the future by trustees who suddenly find 
trust property left in their care swept into 
the settlor’s estate and subjected to the 
federal estate tax. Said the justice: 


“Since only the courts of Illinois can 
definitely inform us about this, it would 
seem to me to be common sense to secure an 
adjudication from them if some appropriate 
procedure of Illinois, like the Declaratory 
Judgment Act, is available. To justify at all 
the Court’s theory, the rational mode of 
disposing of the case would be to remand 
it to the Court of Appeals for the Seventh 
Circuit in order to allow that court to de- 
cide whether in fact a procedure is available 
under Illinois law for a ruling upon the point 
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of Illinois law which is made the basis of 
this Court’s decision, since the correctness 
of this Court’s assumption is at best doubtful.” 


Prospectively, the decision in the Church 
case will not affect any future trust instru- 
ments, for it has been well known and rec- 
ognized that since March 3, 1931, transfers 
in trust, with a reservation of income, are 
includible in the transferor’s gross estate. 
If the issue had been left alone, the mere 
passage of time, in and of itself, would soon 
have eliminated questions with respect to 
transfers made prior to that date by settlors 
who are still alive. The Church decision 
serves inescapable notice on all persons that 
trusts which they thought would avoid the 
impingement of the estate tax are now in 
the same class as trusts created after March 
3, 1931. Settlors of such trusts who have 
died within the last few years will never 
know the harshness of this decision, but 
their trustees and beneficiaries will feel the 
impact just the same. 


The Spiegel™ decision is farther reaching 
than the Church decision. It affects a far 
greater number of trusts already in existence 
and waves a red flag before every person 
contemplating establishment of a trust, to 
forewarn him that he must create an effec- 
tive road block to bar the return of the 
trust property to his estate under any and 
all circumstances. 


Justice Burton was of the belief that the 
decision added to the difficulties already 
existing in the “troubled field of estate tax 
law.” But, he observed, it may “serve a good 
purpose if it leads to a simultaneous con- 
sideration by Congress of the related fields 
of income, gift and estate taxation in con- 
nection with the creation or transfer of 
future interests.” It is to be hoped that 
Congress will act to clear up this troubled 
situation. 


Possible Responses 


Grantors who have created irrevocable 
trusts which do not include provisions for 
disposition of the property transferred upon 
their surviving all of the possible bene- 
ficiaries, are faced with a serious situation. 
They must find some answer to the enigma 
which suddenly confronts them. What are 
they to do? To whom are they to turn for 
relief? If the relief is not readily forth- 
coming, what steps are they to take? 





19 There were also three dissents in this case 
—those of Justice Jackson, Justice Burton and 
Justice Frankfurter. The latter two wrote ve- 
hement and strong dissenting opinions. 
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The Supreme Court has denied a rehear- 
ing in the Church and Spiegel cases. With 
this door closed, the only hope of disposi- 
tive alleviation of the harsh effects of these 
two cases lies with Congress. Until Con- 
gress speaks, any property conveyed in trust 
is destined to become part of the grantor’s 
gross estate upon the transferor’s death, as 
long as there is a possibility, no matter how 
remote, that the corpus will revert to the 
grantor under state law. 


Congress could speak, and very effec- 
tively, by merely revising Section 811(c) of 
the Internal Revenue Code” to include an- 
other clause. This could be accomplished in 
the following manner: 


The period appearing after the word 
“worth” in the next-to-the-last sentence in 
Section 811(c) could be deleted and a semi- 
colon substituted therefor. Immediately fol- 
lowing the semicolon, this phraselogy would 
appear: “and except that in no event shall 
any property which was irrevocably trans- 
ferred in trust be includible in a decedent’s 
gross estate merely by reason of the exist- 
ence of a possibility of reverter by operation 
of law.” 


Thus, Section 811 (c) as amended would 
read as follows: 


“(c) TRANSFERS IN CONTEMPLATION OF, OR 
TAKING Errect aT DEATH.—To the extent 
of any interest therein of which the decedent 
has at any time made a transfer, by trust 
or otherwise, in contemplation of or in- 
tended to take effect in possession or en- 
joyment at or after his death, or of which 
he has at any time made a transfer, by trust 
or otherwise, under which he has retained 
for his life or for any period not ascertain- 
able without reference to his death or for 
any period which does not in fact end before 
his death (1) the possession or enjoyment 
of, or the right to the income from, the 





2° The Federal Tax Lawyers Committee has 
made its recommendations in this regard to 
Congressional committees. Members of this 
committee are Robert Ash of Washington, 
D. C.; Milton Elrod, Jr., of Indianapolis, In- 
diana; George Laikin of Milwaukee, Wisconsin; 
Charles A. Morehead of Miami, Florida; George 
E. Ray of Dallas, Texas; Leon L. Rice, Jr., of 
Winston-Salem, North Carolina; and Samuel ‘J. 
Foosaner, chairman, of Newark, New Jersey. 





property, or (2) the right, either alone or in 
conjunction with any person, to designate 
the persons who shall possess or enjoy the 
property or the income therefrom; except 
in case of a bona fide sale for an adequate 
and full consideration in money or money’s 
worth; and except that in no event shall any 
property which was irrevocably transferred 
in trust be includible in a decedent’s gross 
estate merely by reason of the existence of 
a possibility of reverter by operation of law. 
Any transfer of a material part of his prop- 
erty in the nature of a final disposition or 
distribution thereof, made by the decedent 
within two years prior to his death without 
such consideration, shall, unless shown to 
the contrary, be deemed to have been made 
in contemplation of death within the mean- 
ing of this subchapter.” 


In the meantime, before Congress acts, or 
if it refuses to act, consideration must be 
given, in the case of trusts already estab- 
lished, to ways and means of carrying out 
the settlor’s intention that the trust prop- 
erty be excluded from his estate upon his 
death. Where it is at all feasible, the possi- 
bility of reverter, if one exists under state 
law, should be eliminated and provision 
made for the ultimate disposition of the 
property in the event the settlor survives 
the last beneficiary. 


Again, as Justice Frankfurter suggested, 
if some appropriate procedure—such as the 
Declaratory Judgment Act—is available in 
the state where the trust has its situs, an 
attempt should be made to secure an adjudi- 
cation from the state court. 


For trust instruments still to be drawn, 
the situation is not too difficult. As tHe 
Supreme Court said, it is not enough that 
the grantor “dispose of his interests in the 
corpus as well as any man could”; he must 
remove all possibility that the trust corpus 
will ever find its way back into his estate. 
He can do this not merely by extension of 
the avenue of possible distribution to dis- 
tant relatives, for then the possibility of 
reversion would still be present, but by an 
ultimate devolution to some organized char- 
ity. Thus, there will remain not even a 
“gossamer thread” that might possibly be 
used to draw the trust property back into 
the estate. [The End] 


SOMETHING NEW IN STATE TAXATION 


Every year something new appears in the field of state taxation. 
South Dakota now requires a $2 per acre license from each transient 
farmer, plus a tax of two per cent upon the gross receipts from farming 


operations. 
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TRUSTS OF INSURANCE 
ON RELATIVES LIVES 


By ALBERT MANNHEIMER and HENRY L. WHEELER, JR. 


BOTH AUTHORS ARE MEMBERS OF THE NEW YORK BAR. MR. MANN- 
HEIMER IS A MEMBER OF THE FIRM OF NATHAN, MANNHEIMER, ASCHE 
& WINER. MR. WHEELER IS COUNSEL FOR ROBINSON BROTHERS 


LL TOO OFTEN life insurance is taken 

out in such a way as to waste valuable 
opportunities for tax saving. To illustrate, 
let us start with an assumed case. A father 
makes a will under which part of his estate 
is to be held in trust for his married son 
throughout the son’s life. The will provides 
that the income from the trust is to be paid 
to the son and on the son’s death the prin- 
cipal is to go to the son’s family. Nothing 
unusual so far. 


Now suppose the will authorizes the trus- 
tee to carry insurance on the son’s life for 
the benefit of the trust and to pay the 
premiums out of the income of the trust. 
Such will provisions are not often used. 
Nevertheless, if a trustee buys insurance 
pursuant to such a will provision, two worth- 
while tax advantages are gained. One is an 
income tax reduction which the son enjoys 
during his lifetime. The other is an estate 
tax reduction on the son’s estate. 


The income tax reduction flows from the 
legal point, to be explained later, that it is 
the trust—not the son—which must pay the 
income tax on the part of the trust income 
used to pay premiums. In other words, the 
income tax reduction results from the fact 
that the trust income is split between the 
trust and the son. It works this way: 
Suppose the income from the trust created 
under the father’s will is $8,500 a year, and 
that $2,500 of this income is used to pay 
premiums. The remaining $6,000 of trust 
income is paid over to the son. The trust 
pays the tax on the $2,500. The son reports 
the $6,000 as well as his other income, which 
is, say, $25,000. In all, then, the son reports 
$31,000 as his gross income. If the son 


Insurance on Relatives’ Lives 


splits his $31,000 income with his wife, the 
federal income tax saving which flows from 
the trust’s reporting the $2,500 as a separate 
taxpayer will amount to about $625, or 
twenty-five per cent of the $2,500. If for 
any cause—say, the death of his wife—the 
son cannot split his income with her, the 
saving would amount to about $955, or 
thirty-eight per cent. Speaking of trusts of 
insurance on relatives’ lives, Kennedy, in his 
recent book entitled Federal Income Taxa- 
tion of Trusts and Estates, says: 


“When one considers the difference in tax 
brackets to which the income of the son 
may be subjected compared to the trust, 
the tax savings possibilities in this type of 
insurance trust are attractive, yet apparently 
it has been little used.” ? 


Estate Tax Reduction 
for Son’s Estate 


The estate tax reduction made possible 
by the provision in the father’s will for the 
trust insuring the son’s life, results from 
another legal point, alsd to be explained 





1 All income tax computations appearing in 
this article are based on the present federal 
income tax law, and upon the assumption that 
the taxpayer (or the joint taxpayers, if husband 
and wife are filing a joint return) claim the 
standard deduction of $1,000. In states, such 
as New York, which impose income taxes, the 
income tax saving resulting from plans such 
as this one will prove slightly greater. State 
taxes, however, are ignored throughout. 

2 Section 206, pp. 105-106. In addition, Ken- 
nedy observes that he has never ‘‘seen the 
advantages of such a trust discussed in the 
literature read by the life insurance men.”’ 
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later—ihat when the son dies, the proceeds 
of the insurance on his life are not taxed 
as part of his estate. 


Suppose, in our assumed case, the trustee 
under the father’s will takes out $100,000 of 
insurance on the son’s life. And suppose 
that when the son dies, his net estate con- 
sists of securities worth $120,000. The fed- 
eral estate tax on his $120,000 estate will 
be zero. On the other hand, if the son 
had paid for the $100,000 of insurance him- 
self, it would be taxable as part of his estate, 
and would result in a taxable estate of 
$220,000. On this, the federal estate tax 
would be about $6,900.° 


These, at any rate, are what the figures 
would be if the son is survived by his wife 
and takes full advantage of the newly cre- 
ated marital deduction. If, however, the 
son’s estate was not entitled to the marital 
deduction, the tax on his securities worth 
$120,000 would be about $9,300; but if the 
$100,000 of insurance was also taxable as 
part of his estate, the tax would be about 


$37,000. 


Combined Effect of Reductions 


Staying with the facts assumed above, 
we now examine the cumulative effect of 
the two tax reductions. Suppose that instead 
of holding the $2,500 out of the trust income, 
commencing, say, when the son is twenty- 
five years old, paying the federal income tax 
on it, which would amount to $410, and 
using the remaining $2,090 to carry insur- 
ance on the son’s life, the trustee pays the 
$2,500 to the son. And suppose that after pay- 
ing $1,035, the amount of the federal taxes 
the son would have to pay on the additional 
$2,500 of income, the son himself used the 
balance of $1,465 to carry insurance on his 
own life. His family, instead of ending up 
with $100,000 of insurance proceeds, would 
receive only $66,000. 


These figures are based on the assump- 
tions that the son splits his income with his 
wife, takes full advantage of the marital 
deduction and dies before his wife. If, 
however, because his wife dies young, he is 
prevented from splitting his income with 
her and from taking advantage of the mari- 
tal deduction, his family, instead of ending 
up with $100,000 of insurance proceeds, 
would receive only $39,500. 





3 This figure represents the net federal estate 
tax under the present law after deduction of 
the full credit allowed for state transfer, inherit- 
ance and estate taxes. Otherwise, the effect of 
state death taxes is ignored throughout. 
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Of course, the benefits to be derived from 
the combination of the two tax advantages 
described above increase in direct propor- 
tion to the tax rates. In actual cases of un- 
usually wealthy families, we have estimated 
that the combined effect of the two reduc- 
tions will result in increasing the insurance 
proceeds by as much as 1,500 per cent—in 
one instance even 2,000 per cent! 


Legal Points 
as to Income Tax Reduction 


The basic reason for the income tax re- 
duction is that on trust income which is not 
distributable to some beneficiary, the trust 
itself, not the beneficiary, must pay the tax.* 
In our assumed case, $2,500 a year is not 
distributable. Accordingly, the trust, since 
it has no taxable income except the $2,500, 
pays taxes on that amount in low brackets. 
And the son, who has income of $31,000, 
escapes paying the taxes on the $2,500 in high 
brackets. The fact that the $2,500 happens to 
be used to buy insurance on the life of the son 
is without significance taxwise. The crucial 
point is that the $2,500 is not distributed. 


This raises the question as to whether the 
legal principle known as the “rule against 
accumulations” is not violated by using trust 
income to pay premiums. There are two 
answers: 


One is that except in New York and 
thirteen other states, trust income may be 
accumulated during any number of lives in 
being—in some states longer.’ In such states 
there would be no difficulty at all with a trust 
insuring the life of anyone born during the 
testator’s lifetime. 


New York has a stricter rule against 
accumulations,® but it has a special statute 
which provides that using trust income to 
pay life insurance premiums shall not be 
considered an accumulation.’ In other words, 
in New York life insurance has been ex- 
cepted from this rule against accumulations. 


The second answer—one which might 
prove useful in the thirteen states mentioned 
above—may be that the rule against accum- 





*Code Section 162 (b); Kennedy, op. cit., 
Section 206. 

540 Columbia Law Review 1431 (December, 
1940). See also Scott on Trusts (1939 ed.), 
Section 62.11. The thirteen states are Alabama, 
Arizona, California, Illinois, Indiana, Michigan, 
Minnesota, Montana, Nevada, North Dakota, 
Pennsylvania, South Dakota and Wisconsin. 

® New York Personal Property Law, Section 
16; New York Real Property Law, Section 61. 

7™ New York Personal Property Law, Section 
16 (last paragraph). 
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ulations does not ban using trust income 
to pay life insurance premiums. There seem 
to be only two reported cases on this point 
—one a New York case, the other English. 
Both hold that using trust income to pay 
premiums is not banned by the rule.’ The 
reasoning, as appears from the opinion in 
the New York case (written by Surrogate 
O’Brien, a former Mayor of New York City), 
is worth quoting: 

“The income is not hoarded but expended, 
not idle but active, presumably very active, 
not isolated, to be brought back later to 
enhance the fund, but released and passed 
out of the fund forever. The income is not, 
indeed, restricted nor secluded in such a 
manner that no living persons derive a benefit 
from it, but on the other hand it is put 
in circulation and applied to uses that in- 
variably produce a social benefit. . . . Life 
insurance has come to be a vital factor in 
the life of our people. The present comfort, 
solace and protection of an insurance policy 
in the household is properly placed close to, 
if not among, the necessaries of life, and is 
secured with a sense of satisfaction and of 
duty fulfilled by the many as they would 
make sure of the coats on their dependents’ 
backs or the roof over their heads.” ” 


However, the point can by no means be 
regarded as settled. The English decision 
has been vigorously criticized.® And op- 
posed to both decisions is a strong argu- 
ment—namely, that using trust income to 
pay premiums adds to the trust principal 
by increasing the cash-surrender value of 
the policies, and therefore constitutes an 
accumulation. 


In short, to the question as to the rule 
against accumulations, there is one answer 
which is sure but not generally applicable, 
and there is another answer which is gen- 
erally applicable but not sure. 


Another question which suggests itself 
in connection with the income tax reduction 
is: Won’t the government claim that the 
son must pay the taxes on the $2,500 since 
he really receives the benefit of having his 
family insured? The answer, barring certain 
exceptions irrelevant here, is that the bene- 
ficiary of a trust is not required to pay 
income taxes on trust income unless he 
receives it or it is used to discharge his 
legal obligations. Since the son is not legally 
obliged to maintain insurance on his own 





8 Matter of Hartman, 126 Misc. 862 (1926); 
Bassil v. Lister, 9 Hare 177, 20 L. J. Ch. 641, 
15 Jur. 964. 

*Hartman, supra. 

10 Jarman, Treatise on Wills (1930 ed.), pp. 
367-371. 
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life, he is not required to report the $2,500 
as his income. In other words, the type 
of satisfaction the son gains from having 
his life insured for the benefit of his family 
is not the equivalent of taxable income.” 


As noted above, the fact that the $2,500 
happens to be used to buy insurance on the 
life of the son is not significant taxwise. 
The son would obtain the same kind of 
income tax advantage even if the trust, in- 
stead of maintaining insurance on his life, 
maintained a house for him and his family 
to occupy free of rent.” 


However, there is a broad principle which 
must always be kept in mind: If a person 
controls certain income and can take it all 
for himself, for income tax purposes it is 
his income whether he takes it or leaves it. 
Thus, if under the terms of the trust the son 
is legally in a position to demand all the 
income, or to demand that the trust be 
ended and that all the principal be paid over 
to him, all the trust income will be regarded 
as the son’s for income tax purposes, even 
though part of it is actually used by the 
trustee to pay premiums.” Again, if under 
the terms of the will all the income goes 
to the son in the event it is not used to 
pay premiums, and the son is named as 
co-trustee, the trust income will be taxable 
to the son, even though part of it is used 
by the trustee to pay premiums. The reason 
here is that as co-trustee the son could block 
taking out or carrying the insurance, and 
thus could make the income his own.* The 
same, of course, would be true if, instead 
of naming the son as co-trustee, the will 
provided that no insurance could be taken 
out on the son’s life unless he first con- 
sented. On the other hand, it seems plain 
that the requirement of the son’s consent 
would not cause the loss of the income tax 
advantage if under the terms of the will the 
trustee had the power to distribute the in- 
come not used to insure the son’s life to one 
or more persons other than the son. The 
reason is that in such a case, the son could 
not make the income his own simply by 
withholding his consent. 


In this connection, it should be observed 
that not infrequently the trustee is given the 





11 Kennedy, op. cit., Section 2.06. 

12 Commissioner v. Plant [35-1 vustc { 9172], 
76 F. (2d) 8 (CCA-2, 1935). 

13 Mallinckrodt v. Nunan [45-1 ustc { 9134], 
146 F. (2d) 1 (CCA-8, 1945), aff’'g [CCH Dec. 
13,628] 2 TC 1128 (1943), cert. den. 324 U. S. 871 
(1945); Stix v. Commissioner [46-1 ustc {| 9119], 
152 F. (2d) 562 (CCA-2, 1945), aff’g [CCH Dec. 
14,492] 4 TC 1140 (1945). 

14 Alfred Cowles [CCH Dec. 14,916], 6 TC 14 
(1946). 
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power to select which member or mem- 
bers of the son’s family should receive the 
income. This power to select is called 
“sprinkling.” It was given that name to 
indicate that the trustee may spread the 
income throughout the son’s family just as 
a gardener sprinkles the whole lawn—not 
just one spot.” Since sprinkling has strik- 
ing tax advantages of its own,” a combina- 
tion of the power to sprinkle with the power 
to maintain insurance on the son’s life is 
often highly desirable.” 


Law as to Son’s Reduction 


The general reasons for the exclusion of 
the proceeds of the insurance on the son’s 
life from his taxable estate are that nothing 
in connection with the policies or the pro- 
ceeds thereof ever belongs to the son or 
passes to his estate and none of the premi- 
ums is ever paid by him. Or, to approach 
it in another way, of the three separate 
parts of the law under which proceeds of 
life insurance can be taxed, none applies to 
the proceeds in our assumed case. 


Under ore part of the law,” the proceeds 
of the insurance on the son’s life would be 
taxed as part of his estate if he possessed 
any of the incidents of ownership. In the 
assumed case, however, the incidents of 
ownership are at all times held by the trustee 
of the trust created under the father’s will.” 





1% Commissioner v. Buck [41-2 ustc § 9520], 120 
F. (2d) 775 (CCA-2, 1941). 


16 Mannheimer, ‘‘Sprinkling—A Valuable Tech- 
nique for Wills,’’ 86 Trusts and Estates 451 
(June, 1948); New York Law Journal, June 2-3, 
1948,.pp. 2050, 2070. 


1% Additional tax-saving techniques—namely, 
multiple trusts, accumulations and accumulation 
trusts—can also be combined with a trust to 
carry insurance on the life of a relative. As 
to these techniques, see Friedman and Silbert, 
“Planning for the Income of an Estate and 
Its Heirs,’’ 17 Fordham Law Review 1 (March, 
1948) (also published in the Proceedings of the 
New York University Sixth Annual Institute on 
Federal Taxation, p. 63). For an example, see 
the trust involved in Simonds v. Hassett [45-1 
ustc J 9149], 58 F. Supp. 911 (DC Mass., 1945), 
which combines the powers to invest in insur- 
ance, sprinkle and accumulate. 


18 Code Section 811 (g) (2) (B). 


1” Suppose the son was not only the insured 
but also the trustee or a co-trustee. Would his 
possessing the incidents of ownership in a fidu- 
ciary capacity render the proceeds taxable as 
part of his estate? Suppose that under his 
father’s will he had been given the power to 
appoint the trust fund by his own will. Would 
the power be regarded as the equivalent of the 
right to name the beneficiary of the insurance 
and, therefore, as an incident of ownership? 
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Under another part of the law,” the pro- 
ceeds of the insurance policies would be 
taxable as part of the son’s estate if he paid 
the premiums. This is called the “premium- 
payment rule’—and we shall meet it again 
later in our discussion. This rule, how- 
ever, does not affect our assumed case be- 
cause the son pays nothing. The son’s only 
connection with the insurance is that his 
death fixes the time when a trust investment, 
namely, the insurance, becomes payable.” 


Under a third part of the law,” the pro- 
ceeds of the insurance on the son’s life 
would be taxable as part of his estate if 
they were payable to his estate. In the 
assumed case, however, we were careful to 
indicate that the insurance was taken out 
for the benefit of the trust—not the son. 
Therefore, the insurance proceeds will be- 
come part of the testamentary trust created 
under the father’s will, and will be disposed 
of accordingly. Normally, under the terms 
of the will the proceeds of the insurance 
will sooner or later reach the son’s family. 
But the decisive point is that the son him- 
self and his estate are bypassed. 


Incidentally, bypassing the son does not 
necessarily mean the end of the line as to 
tax savings. On the death of the son the 
insurance proceeds could be left with cer- 
tain of the insurance companies under one 
of the income tax-free options. This means 
that the proceeds would earn tax-exempt 
income for the son’s family.“ Or if the 
father’s estate was large enough to warrant 
doing so, the trust might be extended so 
that the trust funds, including the insur- 
ance proceeds, would pass on to the great- 
grandchildren free of estate taxes. 


2° Code Section 811 (g) (2) (A). 


21 A part of the income tax law roughly corres- 
ponds to the aforedescribed premium-payment 
rule applicable to estate taxes—namely, Code 
Section 167 (a) (3). This section provides that 
if trust income is or can be used to pay pre- 
miums on policies insuring the life of the per- 
son who created the trust. he personally must 
pay taxes on the income. 


22See Paul, Federal Estate and Gift Taxation, 
Section 10:15. 


23 Code Section 811 (g) (1). 


** There are four usual options: (1) interest 
option; (2) fixed-period option; (3) fixed-amount 
option; (4) life annuity, with a guaranty of 
certain minimum payments. Insurance proceeds 
allowed to remain on any of these four options 
yield a guaranteed minimum return, stated in 
the policy. If the proceeds are left with the 
company under any of the options except the 
interest option, this return is not subject to 
income tax. Regulations 111, Section 29.22 (b) 
(1)-1. The text refers to ‘‘certain of the insur- 
ance companies’’ because, though practically all 
of the companies have these options, some will 
not allow a trustee to use them. 
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Son Insured by Father 


With the legal discussion behind us, let 
us return to our assumed case. The son 
and his family object to waiting for insur- 
ance protection until after the father dies 
and until the trustee under the father’s will 
has decided whether to take out insurance 
on the son’s life. The question becomes 
this: Who, as between the father and son, 
should take out the insurance right away? 
If the father takes out insurance on the 
son’s life and also makes a will directing 
his trustee to carry the insurance as part 
of the trust to be created for the son and 
his family, a new tax advantage is gained. 
In other words, the result is three tax ad- 
vantages—the two described above and the 
new one for good measure. What the new 
one is, appears from the following example. 


Assume that the amount of insurance that 
the father takes out is $100,000, that he takes 
it out when his son is twenty-five, that 
the gross premium is $2,100 a year, and that 
the father dies after he has paid ten premi- 
ums. The policy owned by the father’s 
estate will not be valued for death tax pur- 
poses at the $21,000 paid by the father be- 
cause part of the $21,000 will have been 
expended in compensating the company for 
carrying the insurance risk while the father 
was still alive. Except in rare instances,” 
the policy will be valued at an amount 
slightly more than its cash-surrender value, 
plus dividend accumulations, at the time of 
the father’s death. In this case it would be 
valued at $17,750.% Thus, by reason of hav- 
ing carried the insurance, the father’s tax- 
able estate will shrink by about $3,250, and 
the estate tax on the father’s estate will be 
reduced accordingly. Incidentally, in most 
cases this $3,250 cannot be regarded as a 
real loss, for the reason, among others, that 
the son would kave spent his own money 
for the insurance if his father had not done 
it for him. 


To gain this additional tax reduction for 
his estate, the father need not make any 
provision for a trust in his will. The father’s 
estate will have the benefit of that reduction 


2% See Estate of James Stuart Pritchard [CCH 
Dec. 14181], 4 TC 204 (1944), involving a gift 
of a policy by an insured suffering from cancer; 
Margaret R. Phipps [CCH Dec. 11,686], 43 BTA 
790 (1941), involving a gift of policies on which 
only the first premium had been paid and which, 
therefore, had no cash-surrender value. 

7 Regulations 108, Section 86.19 (example 4). 
This is a gift tax regulation, but insurance on 
the life of another is valued for estate tax 
purposes in the same way as for gift tax pur- 
poses. Telegram dated July 23, 1948, signed by 
Joseph E. Kennedy, Acting Deputy Commis- 
sioner. 
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no matter how the policy is disposed of after 
his death. On the other hand, to gain the 
other two reductions discussed above, the 
father need not during his lifetime carry in- 
surance on the son’s life. But the main 
point here is that in many cases it is prac- 
ticable to obtain all three reductions. 


Father's Creation of Living Trust 


Now suppose the father in our assumed 
case, after taking out the $100,000 policy 
on his son’s life, transfers it to a trustee, 
together with securities which will yield 
enough net income to pay the premiums. 
The trust agreement provides that the net 
income, to the extent necessary, is to be 
used to maintain the insurance, and that on 
the son’s death the proceeds of the insur- 
ance and the securities will go to the son’s 
family. The trust agreement provides that 
it cannot be revoked. In short, during his 
lifetime the father creates a living trust to 
carry the insurance. 


Commencing with the time the trust is 
created, the father’s income is split because 
the obligation to pay taxes on the income 
yielded by the securities shifts from the 
father to the trust. This means that a new 
income tax advantage makes its appearance. 
What is more, since the father makes an 
irrevocable gift of the securities to the trust, 
there will be a smaller estate tax on his 
estate. In most cases the resulting estate 
tax reduction will be a surprisingly substan- 
tial percentage of the value of the securities, 
and this holds true even after allowing for 
such gift tax as the father may have to pay 
at the time he sets up the trust. 


These two advantages are in addition to 
the two advantages described at the outset, 
namely, the income tax reduction for the 
son and the estate tax reduction for the 
son’s estate. The latter continue because, 
so far as they are concerned, it makes no 
difference whether the insurance is carried 
by a living trust created by the father or 
by a trust created under the father’s will 
after he dies. Therefore, it comes to this: 
If the father desires to make a substantial 
gift while he is still alive, four tax advantages 
lie within his grasp. He can provide an 
income tax advantage not only for his son 
but for himself as well, and an estate tax 
advantage not only for his son’s estate but 
also for his own. 


Other Situations 


We chose the father-son case solely as a 
way of explaining the situation clearly. We 
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do not wish our preoccupation with that 
case to cause the reader to lose sight of the 
fact that trusts of insurance on the lives of 
relatives can be used to equal advantage in 
many other family relationships. Thus, 
there could be a trust by the father insuring 
the life of a daughter who has children, or 
insuring the life of his son-in-law; or a 
trust by an uncle or aunt insuring the life 
of a married nephew or niece who has chil- 
dren; or even a trust by a grandparent 
insuring the life of a grandchild. In fact, 
any older member of the family about to 
make a will might well consider authorizing 
his trustee to invest in insurance on the life 
of any younger member of the family for 
whose family the older member wants to 
provide. This holds true even if the younger 
member does not need insurance at the 
time. When the need for it arises, the older 
member may be dead; and then, usually, 
there could be no investment in insurance 
under his will unless the will expressly pro- 
vided for it.” 


Trusts to Provide for Estate Taxes 


Thus far, we have discussed trusts of 
insurance created solely for the purpose of 
causing the proceeds to reach the family 
of the insured. However, trusts on the lives 
of relatives are well adapted to serve en- 
tirely different purposes,” one of which is 
illustrated by the following assumed case. 


Suppose that nearly all a husband owns is 
his business, which is incorporated. He re- 





*7 As to whether, in the absence of express 
authority, a trustee may invest in life insur- 
ance, the states must be divided into three 
groups. (1) A few states have statutes expressly 
authorizing trustees to invest in life insurance 
on the life of the beneficiary. See Scott, op. 
cit., footnote 5, Section 227.8 in 1948 Supplement. 
(2) In states permitting trustees to make any 
investment a prudent man would make, it seems 
likely that in a proper case the trustee could 
invest in life insurance. However, we know 
of no cases on the point. (3) In states which 
limit the trustee to investing in prescribed 
‘“‘legals,’’ it has been held that the trustee can- 
not invest in life insurance, no matter how 
advisable such an investment might appear to 
be. Matter of Vanderbilt, 129 Misc. 605, 223 
N. Y. Supp. 314 (1927), aff’d mem. 220 App. Div. 
830, 222 N. Y. Supp. 916 (1927); Matter of 
Rooney v. Wiener, 147 Misc. 48, 263 N. Y. Supp. 
222 (1933); Matter of Cohn, 158 Misc. 96, 285 
N. Y. Supp. 279 (1936). The first two of these 
cases involve guardians, but the principle is the 
same in all three. 

*% Polisher suggests that trustees be author- 
ized to invest income accumulated for infants 
in insurance on their lives. This, he points 
out, would prevent substantial sums from falling 
into the hands of inexperienced youngsters. See 
his Estate Planning and Estate Tax Saving, 
Vol. 2, pp. 567-568. 
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alizes that when he dies, his estate will have 
no cash to pay estate taxes. His wife cre- 
ates an irrevocable funded insurance trust 
to carry insurance on his life. The trust 
is for the benefit of the children, but the 
trustee is authorized at the husband’s death 
either to lend the proceeds of the insurance 
to the husband’s estate or to buy some of 
the stock of his business corporation from 
his estate, or to do both. The practical 
advantage is that the estate receives funds 
to pay its taxes without resorting to a 
liquidation of the business or other drastic 
measures. 


Of course, such a trust would prove help- 
ful in the case of an estate which is frozen, 
regardless of the cause—or in the case of 
an estate composed principally of fluctuating 
securities, the price of which might be very 
low just at the time the tax must be paid. 
In fact, in any estate such a trust would 
prove useful as a cushion against the impact 
of estate taxes and the expenses of admin- 
istration. 


Several aspects of the living trust created 
by the wife in the assumed case now under 
discussion merit comment. In this case the 
wife gains the two advantages, already de- 
scribed, that accompany the creation of any 
irrevocable trust. One of these, it will be 
remembered, is that the wife splits her in- 
come with the trust. This advantage is 
more important than it was before the new 
income-splitting tax law was passed. Prior 
to that law, in many cases it was not worth 
while to reduce the wife’s income because 
her income did not amount to enough. Now, 
however, since the husband and wife split 
their total income, just as much can be 
saved by reducing the wife’s small income 
as by reducing the husband’s larger income. 


The new tax law, which also provides 
for estate splitting between the husband and 
wife, has created a parallel situation with 
reference to the wife’s estate. Now that she is 
much more likely to have a substantial tax- 
able estate, it pays for her to reduce her 
holdings by creating an irrevocable trust. 
(Incidentally, for the same reason the hus- 
band might well consider creating an irrev- 
ocable trust to carry insurance on his wife’s 
life, with a view to having the proceeds of 
the insurance ultimately used to pay the 
taxes on her estate.” 


Another feature of trusts of the type 
under discussion arises in connection with 





2? But caution should be exercised in connec- 
tion with reciprocal arrangements. Cf. Lehman 
v. Commissioner [40-1 ustc J 9198], 109 F. (2d) 
99 (CCA-2, 1939). 
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what the law refers to as “contemplation of 
death.” Whenever a person makes a gift, 
whether outright or by way of trust, there 
is a chance of the government’s claiming 
that the gift was made in contemplation of 
death. Contemplation of death, for our 
purpose, means that the person making the 
gift did so to reduce the estate taxes on 
his own estate. If a gift is held to have 
been made in contemplation of death, the 


paid the premiums, directly or indirectly. 
Here, again, the estate tax would be in- 
creased. This rule applies to all cases; but 
for obvious reasons it is most likely to come 
into play in the case of a wife, or a trust 
created by her, carrying insurance on the 
life of her husband. If there is no way for 
the wife to carry insurance on the life of 
her husband except with money furnished 


to her by him, he should consider having 
the insurance carried by someone else close 
to him—for instance, a son or daughter. 


property which was given away is taxed as 
part of the estate of the person who gave it 
away, just as if he still owned it. This, of 
course, would increase the estate taxes, 
sometimes seriously. Trusts of the type we 
are discussing are created for a special pur- 
pose not connected with the estate taxes 
of the giver, and this tends to protect such 
trusts against the claim that they were made 
in contemplation of death. 


Conclusion 


It all boils down to this simple proposi- 
tion: Regardless of the purpose for which 
the insurance protection is desired, quite 
often substantial tax savings can be realized 
if the insured is not the one who carries the 
insurance on his own life. Taking out in- 
surance on your own life, it seems, is like 
taking your own photograph. If somebody 
else takes it for you, you are likely to have 
a better picture. (The End] 


Our final observation brings us back to 
the premium-payment rule. Under that 
rule, where a wife, or a trust created by 
her, owns insurance on the life of her hus- 
band, the proceeds of that insurance will be 
taxed as part of the husband’s estate if he 








SCHOOLS, TEACHERS AND TAXES 


The little red schoolhouse may be vacant soon unless something is done to 
solve two very pressing problems: (1) the increase in enrollment and (2) the 
teacher shortage. For the years 1947-1948 through 1954-1955, the elementary 
school enrollment will increase by 7,103,000, or an average of more than one 
million pupils a year. The peak of elementary enrollment will come in 1956, when 
26,594,000 pupils are expected to be in attendance in America’s schools. The high 


schools will be most crowded from 1955 through 1962, with a possible peak enroll- 
ment of 8,500,000. 


The Federal Security Agency says: “Three factors enter into the supply of 
children for the school system: (1) the number of children born; (2) the number 
living to be six years old; (3) the holding power of schools for the twelve-year 
span of school life.” The increase in births in the last few years over the 1930's is 
estimated to be about a million per year, and the Metropolitan Life Insurance 


Company estimates that 93.8 per cent of these children may be expected to be in 
school at the age of six. 








Beginning in 1952-1953, the total school system must be ready to absorb over 
a million more pupils each year for three years. This means that 25,000 or more 
teachers will be needed each year to provide an adequate staff for these pupils. 
There are approximately 878,000 teachers in all our schools. But approximately 
ten per cent leave the profession annually; and on the basis of present enrollments 


for teaching degrees, about 54,000 new teachers are coming into the profession 
each year. 


Thus, the little red schoolhouse may be vacant because it is too small to 


accommodate all of the pupils in its district, or because there is no teacher 
available for it. 
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How the laws that run our lives, our business, our 
country are made, You'll get the whole storyin... 


STATUTE MAKING 


by A. B. Coigne 


e With the output of our federal and state law- 
making bodies continuing to be of the greatest 
importance in the everyday lives of all of us, every 
thinking citizen, every informed person, should 
have a fundamental, working knowledge of how 
statute law comes to be ... A knowledge of 
how such law is originated—of the steps it must 
pass through before enactment—of how it is 
promoted and opposed—of the pertinent rules 
of parliamentary procedure—of when it becomes 
effective and the features of its validity. 


e And here in this timely new book is the whole 
story of this process by which American statutory 
law is initiated and enacted. In understandable, 
plain-English form, each step from inception to 
final passage or defeat is taken up and the hows 
and whys of procedure made clear. The instru- 
Coigne’s STATUTE MAKING Answers ments of enactment are carefully ——— = 
Hundreds of Questions Such As .. . persuasive” influences, the legislature and its off- 
—how and where can a private citizen cials, the Congress, the governor and the president. 
take action to start a new law upon General rules of procedure are logically outlined, 
way ee a , wsikihio sie with important exceptions noted by state; salient 
- 1ow are le rignts oF minoruy artics ¢ ™ 
protected ? points made are helpfully supported by refer 
—how can the legislative intent of a bill ence to underlying authority through appropriate 
ambiguously worded be determined? citations. 
—what is a “bobtailed’”’ bill, and why is 
it a threat to deliberate and carehed e You can read your newspaper more resultfully, 
consideration of the issues involved? you can follow unfolding developments in Con- 
which are the “commonwealths” and gress and in your state legislature more intelli- 
how do they differ from “states’’? . * 
otees ; gently, you can handle business or personal affairs 
—what is the difference between “‘ques- Swat d diti 
tions of privilege” and “privileged More effectively under present-day conditions, 
questions”? when you have the comprehensive grasp of legis- 
~how and —9 can a private citizen lative processes that this readable, authoritative 
argue most effectively Jor or agains ; 
the passage of a bill which is pending book imparts to you. 
a: ‘ : 
ts legistature! ; e For not only are the factors that affect legis- 
—what state has the longest, and what inti loin} lled b he hich 
state the shortest, constitution? ative output plainly speile out— ut t e€ highways 
-what is a “skeleton” bill? and byways that any piece of legislation has to 
how and where can a private citicen travel are explored and charted, the highroads and 
ere eee to sein oe which dead-end streets explicitly labeled and explained. 
coming law? 5 Passed Trom ve- You are, in effect, taken “behind-the-scenes,” 
—what is a “‘reading” and what is its shown why things happen in a certain manner, as 
significance? well as how. 
—what is the extent of the power of the : 
president relative to the conduct of ® You can read STATUTE MAKING in a few 
foreign relations of the U. S.? swift hours and gain a sound and practical under- 
—iwhat are the limitations on the enact- standing of our legislative methods and machinery 
mont of legislation by Congress? BY that will last a lifetime. Send for it today, subject 
_if the governor of your state dies, tO 15 days’ approval. Satisfaction guaranteed—a 
who succeeds him in office? Commerce Clearing House, Inc., publication. 


@ In all, 296 pages, 6 x 9 inches, hard bound, gold stamped, $4 
plus small charge for postage and packing. 


Please send orders to 


CCH Propucrs ComPany 


214 N. MICHIGAN AVE. CHICAGO 1, ILL. 















Liability of Americans to Tax 
on Income from Employment 
and Profession in the United Kingdom 


By F.E. KOCH... A CERTIFIED ACCOUNTANT AND TAX CON- 


SULTANT IN LONDON, AND AUTHOR OF THE RECENT BOOK, 


HAVE BEEN ASKED to amplify my 
brief summary on the subject of the 
taxable income of nonresidents in the 
United Kingdom, published in the Septem- 
ber, 1948 issue of this magazine, by further 
detailed observations on the legal position 
of United States citizens, resident and non- 
resident in the United Kingdom, who are 
employed or perform professional services 
in the United Kingdom. I accede to this 
request with some hesitation; I find it 
extremely difficult, if at all possible, to give 
a perfectly clear and unambiguous picture 
of the legal position of such taxpayers in 
the United Kingdom without incurring the 
danger of oversimplifying the problem and 
creating the wrong impression that the tax 
law of the United Kingdom gives hard and 
fast rules on which the tax consultant could 
base his advice to his client on the client’s 
tax liability in the United Kingdom. 


The true position is that the United 
Kingdom statutory law refrains from any 
guidance on the subject in question, and 
that the case law is too meager to offer 
any clear and firm principles of a generally 
valid solution. 


Principles of Convention 


The Anglo-American convention for the 
avoidance of double taxation lays down 
three principles: 


(1) A resident of the United States who 
is nonresident in the United Kingdom is not 
liable to tax on his income from employ- 
ment in the United Kingdom if (a) he visits 
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the United Kingdom for no longer than 
six months, and (b) renders his services for 
a nonresident employer. (Article XI (2).) 


(2) A person from the United States who 
visits the United Kingdom for the purpose 
of teaching, lecturing or instructing at any 
university, college, school or other educa- 
tional institution in the United Kingdom is, 
for a period not exceeding two years, exempt 
from tax on remuneration received for such 
services (Article XVIII) unless he has ar- 
rived with the intention to take up resi- 
dence for an indefinite period. 


(3) If a person, resident or nonresident 
in the United Kingdom, performs services 
in the United Kingdom and is liable to 
tax on the remuneration for such services 
in the United Kingdom as well as in the 
United States, he is entitled to credit of 
United Kingdom tax against United States 
tax under Section 131 of the Internal Rev- 
enue Code.* (Article XIII (3).) 


The principles established by the conven- 
tion by no means cover the whole problem 
of tax liability of American employees or 
professional men in the United Kingdom. 
It is left to United Kingdom tax law to 
decide the many remaining tax questions. 


As pointed out in my previous article 
on United Kingdom law, the extent of the 
liability of residents to tex on emoluments 
from employment or professional activities 





1If he should be a bona fide resident of the 
United Kingdom within the meaning of Section 
116 of the Internal Revenue Code, he would be 
exempt from United States tax on his income 
from employment in the United Kingdom. 
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depends on whether the employment or 
profession is regarded as a source of income 
within the United Kingdom when it is 
taxed on the “arising basis” under Schedule 
E, or a “foreign possession,’ the income 
from which is taxable only on the “remit- 
tance basis” under Case V of Schedule D, 
i. e., altogether free of tax if no part of the 
remuneration was remitted to the United 
Kingdom. Nonresidents are liable to tax 
only from employment within the United 
Kingdom under Schedule E. 


The answer to the question of taxability 
of income from employment depends, there- 
fore, on the decision as to whether the em- 
ployment in the particular case is deemed 
to be a source of income within or without 
the United Kingdom. The position under 
United States law is so clear and simple 
that Section 7.521 of the regulations to the 
convention provides: “As to the source of 
compensation for labor or personal services 
see section 119 (a) (3), Internal Revenue 
Code.” In contrast, the determination of 
the location of sources of income from em- 
ployment or professional activities in the 
United Kingdom is a problem which has 
found no clear, unambiguous and generally 
valid solution. 


The Report of the Income Tax Codifica- 
tion Committee (1936)? published the fol- 
lowing information about the practice of 
the Board of Inland Revenue: 


A. Residents—(i) Where the duties are 
wholly or partly performed in the United 
Kingdom, the full emoluments are charged 
under Schedule E. (ii) Where the duties 
are wholly performed abroad, (a) the full 
emoluments, if the emoluments are normally 
received wholly or partly in the United 
Kingdom, are charged under Schedule E, 
and (b) the emoluments, if wholly received 
abroad are, so far as they are remitted to 
the United Kingdom, charged under Case 
V of Schedule D. 


An exceptional receipt of emoluments in 
the United Kingdom, e.g., when the em- 
ployee is on leave there, is not treated as 
involving liability under Schedule E. (It is 
to be noted that the decision in Pickles v. 
Foulsham* drew no clear distinction between 
employment under a United Kingdom em- 
ployer and employment under a foreign 
employer. In practice, the rule above 
stated under (ii)(a) is applied only to" a 
person in the service of a foreign employer, 
who, though resident in the United King- 
dom, performs his duties wholly abroad, 





2 Vol. I, pp. 53-54. 
3 (1925) A. C. 458: 9 Tax C. 261. 
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being charged under Case V and not under 
Schedule E, wherever his emoluments are 
received.) 


B. Nonresidents—(i) Where the duties 
are wholly or partly performed in the 
United Kingdom, the emoluments, to the 
extent to which the duties are performed in 
the United Kingdom, are charged under 
Schedule E. (ii) Where the duties are 
wholly performed abroad, there is no liability. 


Court Decisions 


These principles have not throughout 
stood the test of approval by the courts, 
and some of them have been rejected by 
later decisions. 


(1) American residents of the United 
Kingdom are not liable to tax on their 
remuneration from employment for the sole 
reason that their duties are wholly or partly 
performed in the United Kingdom, as Rule 
A(i) provides. In Bennet v. Marshall, an 
American resident of the United Kingdom 
performed his duties partly in the United 
Kingdom. He did so, however, in the serv- 
ice of a foreign employer, and received his 
remuneration abroad. He was held to be 
liable to tax not under Schedule E, but 
under Case V of Schedule D, i.e., on the 
remittance basis. The source of his income 
was determined to be a “foreign possession.” 


The case confirms the principle adopted 
into other leading cases, Pickles v. Foul- 
sham® and Eaton-Turner v. McKenna’ “The 
locality of the source of income is not the 
place where the activities of the employee 
are exercised but the place either where the 
contract for payment is deemed to have a 
locality or where the payments for the em- 
ployment are made, which may mean the 
same thing.” * 


If the American resident receives his sal- 
ary in the United Kingdom, he will prob- 
ably be liable to tax on the full amount of 
this remuneration under Schedule E, even 
though he may be employed by a foreign 
employer. 


(2) Where a resident performs services 
for a United Kingdom employer abroad, he 
is liable to tax under Schedule E on the 
full amount of his remuneration if he re- 
ceives his pay in the United Kingdom. 
(Pickles v. Foulsham, Eaton-Turner v. Mc- 
Kenna.) If he receives his remuneration 





4 (1938) 1 K. B. 591. 

5 Supra, footnote 3. 

® (1937) A. C. 162. 

tRomer, LJ., in Bennet v. Marshall, supra, 
footnote 4. 
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abroad, or if he serves a foreign employer, 
his liability is limited to tax on the remit- 
tances to the United Kingdom. 


These principles, however, do not apply 
to American directors of British subsidiary 
companies of American parent companies. 
“The director of an English company which 
is resident in the United Kingdom, where- 
ever he resides and whether or not he takes 
any part in directing the affairs of the 
company, holds an office in the United 
Kingdom,” * and is therefore liable to tax 
on his full income as director. If he is a 
bona fide resident of the United Kingdom, 
he would be exempted from United States 
tax on the same income. (Section 116, 
Internal Revenue Code.) If he is a resi- 
dent of the United States, he would be en- 
titled to credit for United Kingdom tax 
against United States tax. (Section 131, 
Internal Revenue Code.) 


(3) Nonresidents who perform services in 
the United Kingdom for a British employer 
are liable to tax on their remuneration un- 
der Schedule E, and will probably be so 
liable even though they receive their re- 
muneration abroad. Where the services are 
performed in the United Kingdom for a 
foreign employer and the remuneration is 
received abroad, the nonresident is not lia- 
ble to tax at all because, as stated in 
Bennet v. Marshall (which deals with a resi- 
dent), the source of the income from such 
employment is regarded as located outside 
the United Kingdom.’ Whether the source 
of income from employment for a foreign 
employer would be considered as outside 
the United Kingdom if the payment was 
made (and the services were performed) 
in the United Kingdom is doubtful. 


(4) A nonresident who performs his serv- 
ices wholly abroad is not liable for tax re- 
gardless of whether he receives his remu- 
neration within or outside the United King- 
dom. Where the services are partly per- 
formed in the United Kingdon, his liability, 
if any, is limited to tax on that part of his 
remuneration which is due to him for serv- 
ices performed in the United Kingdom. 
But even the limited liability depends on 





8 McMillan v. Guest, (1942) A. C. 561. 


® Rule B (i) of the Board ignores this essential 
distinction. 


Note: The expression “foreign possession,’ 






































the same factors, stated above, which de- 
termine the tax liability of nonresidents 
performing services wholly in the United 
Kingdom. 


Income from Professional Activities 


The determination of the source of in- 
come from professional activities is still more 
complex because the income does not arise 
from a definite contract, as does income 
from employment, but from a number of 
separate activities, some of which may 
represent a “foreign possession,” while 
others may be exercised within the United 
Kingdom. Where the professional serv- 
ices of an actress were performed partly 
in the United Kingdom and_ partly 
abroad, it was held that the whole in- 
come from her profession had its source 
within the United Kingdom and was liable 
to tax under Case II of Schedule D” (in 
contrast to Case V of Schedule D, under 
which income from a “foreign possession” 
is assessed on the remittance basis). 


The aforementioned Report of the Income 
Tax Codification Committee mentions the 
case of an English doctor practicing on the 
Riviera as well as in the United Kingdom. 
“He would... be taxed on his profits earned 
abroad as well as on those earned in the 
United Kingdom.” The activities carried 
out abroad, both those of the actress and 
those of the doctor, are held to form part 
of the profession exercised in (because con- 
trolled from) the United Kingdom and not 
to be separate “foreign possessions.” 


An American actor who visits the United 
Kingdom for professional reasons will be 
liable to income tax on his remuneration 
because the source of his income is in the 
United Kingdom. If he performs in the 
United Kingdom for a foreign employer 
and does not stay in any year of assessment 
for a period or periods of more than six 
months, he is exempt from United King- 
dom tax under Article XI(2). If he is 
liable to tax in the United Kingdom and 
is a resident of the United States, he is 
entitled to credit of the United Kingdom 
tax against United States tax. (Article 
XITI(1).) [The End] 


1 Davis v. Braithwaite, (1933) 18 Tax C. 198. 





as used by Mr. Koch in his article, is not 


a geographical term, but is an official expression of the United Kingdom Income Tax Act 
and means a foreign source of income. It is the contrast to source of income within the 


United Kingdom. 
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DEFICIENCIES UNDER SECTION 27 


THOUGH SECTION 275(c) SEEMS REASONABLY CLEAR, THERE HAS 
BEEN CONSIDERABLE LITIGATION OVER THE MEANING OF WORDS 
LIKE “OMITS,” “GROSS INCOME” AND “PROPERLY INCLUDIBLE” 


NECTION 275 (c) of the Internal Rev- 
\J enue Code first appeared in the similarly 
numbered section of the Revenue Act of 
1934, and its wording has remained un- 
changed. It provides: 


“If the taxpayer omits from gross income 
an amount properly includible therein which 
is in excess of 25 per centum of the amount 
of gross income stated in the return, the tax 
may be assessed, or a proceeding in court 
for the collection of such tax may be begun 
without assessment, at any time within 5 
years after the return was filed.” (Italics 
supplied.) 

When the House Ways and Means Com- 
mittee was originally considering the in- 
clusion of such a provision in the law, it felt 
that “taxpayers who are so negligent as to 
leave out of their returns items of such 
magnitude” should not be permitted to plead 
the statute of limitations.’ Fortunately for 
the taxpayer and for his attorney, the Senate 
Finance Committee prevailed in its belief 
that “in the case of a taxpayer who makes 
an honest mistake, it would be unfair to keep 
the statute open indefinitely.” ? 


On its face, the section seems reasonably 
clear. Therefore, little, if any, litigation 
should be necessary to unravel its true mean- 
ing. In fact, however, over twenty-five cases 
have been decided on various parts of the 
section, and its true meaning in some re- 
spects is as yet uncertain. 


The vrincipal litigation has centered about 
the terms “omits,” * “gross income,” * “prop- 


1 Ways and Means Committee Report No. 704, 
73rd Congress, 2d Session. p. 35. 

2 Finance Committee Report No. 558, 73rd 
Congress, 2d Session, p. 43. 

3 See, e.g., Estate of C. P. Hale [CCH Dec. 
12,889]. 1 TC 121 (1942); Oleta A. Ewald [CCH 
Dec. 13,347]. 2 TC 384 (1943), aff’d [44-1 ustc 
7 9266] 141 F. (2d) 750 (CCA-6, 1944). 





erly includible’® and “amount of gross 
income stated in the return.”* Before dis- 
cussing these phases of the decided cases, it 
might be well to turn first to the purely 
procedural aspects of the section. 

As all tax practitioners know, the bar of 
the statute of limitations usually falls on the 
Treasury three years‘ after the due date® 
for the filing of the return of the taxpayer.° 
Also, if the Treasury asserts a deficiency 
against the taxpayer within this three-year 
period, the burden is on the taxpayer to 
prove that the deficiency is erroneous. 

If, on the other hand, the Treasury has 
assessed a deficiency under Section 275 (c) 
more than three years after the filing of the 
return, the cases indicate that the Treasury 
must bear the burden of proof.” The reason 
stated for this shifting of the burden of proof 
is that Section 275 (c) is an exception to 
the general rule and hence, to take advantage 
of it, the Treasury must show that the de- 





*See, e.g.. Hmma B. Maloy [CCH Dec. 12,222], 
45 BTA 1104 (1941). 

5 See. e.g., H. € G. Amusement Company, Inc. 
[CCH Dec. 12,516], 46 BTA 1095 (1942). 


8 See. e. g.. W. F. Trimble & Sons Company 
[CCH Dec. 12,937], 1 TC 482 (1943). 


7 Code Section 275 (a). 
8 Code Section 275 (f). 


® Code Section 275 (b) provides for an eigh- 
teen-month limitation period in certain limited 
circumstances. Further, three years is no bar 
where fraud is involved under Code Section 276. 
Also, by signing a waiver of the statute of limi- 
tations, the taxpayer may extend the assessment 
period beyond three years. (Section 276 (b).) 
Nor, apparently, is there a limitation period 
where a ‘‘mathematical error appearing on the 
face of the return’’ is involved under Code Sec- 
tion 272 (f). 


See C. A. Reis [CCH Dec. 12,875]. 1 TC 9 


(1942); Harry C. Hill [CCH Dec. 13,583(M)], 2 
TCM 981 (1943). 
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ficiency involved falls within the exception.” 
To this extent, then, the taxpayer may have 
some slight advantage over the Treasury. 


**Omits”’ 


The courts have consistently held that the 
word “omits” means an omission from gross 
income as that term is used in the Internal 
Revenue Code.” Therefore, the taxpayer 
must affirmatively show that he has included 
the disputed item in his return under one 
of the headings of gross income before he 
can successfully raise the defense that there 
was no omission.” Thus, a statement at- 
tached to the return showing receipt of the 
disputed item of gross income, but claiming 
it to be nontaxable, has been held to be 
insufficient compliance; so, also, has a 
showing that the item was included in the 
return of another taxpayer; ” again, a show- 
ing that it was included in gross receipts 





1 See C. A. Reis, supra, footnote 10; Harry 
C. Hill, supra, footnote 10; Anna M. B. Foster 
[CCH Dec. 12 ,073], 45 BTA 126 (1941), aff'd 
[42-2 ustc § 9737] 131 F. (2d) 405 (CCA-5, 1942). 

12 See Estate of C. P. Hale, supra, footnote 3; 
Emma B. Maloy, supra, footnote 4; H. & G. 
Amusement Company, supra, footnote 5. 


13 See, e. g., American Foundation Company 
[CCH Dec. 13,395], 2 TC 502 (1943). 


14 See Estate of C. P. Hale, supra, footnote 3; 
William L. E. O’Bryan (CCH Dec. 13,299], 1 TC 
1137 (1943), aff'd [45-1 ustc { 9229] 148 F. (2d) 
456 (CCA-9, 1945); Katharine C. Ketcham [CCH 
Dec. 13,284], 2 TC 159 (1943), aff'd [44-1 ustc 
{ 9341] 142 F. (2d) 996 (CCA-2; 1944); C. A. Reis 
[CCH Dec. 13,260(M)], 2 TCM 216 (1943), aff’d 
[44-1 ustc 9347] 142 F. (2d) 900 (CCA-6, 1944); 
M. C. Parrish & Company [CCH Dec. 13,701], 3 
TC 119 (1944), aff’d [45-1 ustc ] 9176] 147 F. (2d) 
284 (CCA-5, 1945). 


See Anna Eliza Masterson [CCH Dec. 
12,913], 1 TC 315 (1942). 


Section 275(c) 
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from the sale of capital assets is not suffi- 
cient.* In short, if the courts determine 
that the disputed item was properly in- 
cludible in gross income within the meaning 
of the law, the taxpayer is deemed to have 
omitted gross income from his return. The 
reason for the omission, say the courts, is 
immaterial.” It is the fact of omission which 
controls.” 


“‘Gross Income”’ 


The term “gross income” is obviously the 
most provocative of disagreement between 
the taxpayer and the Treasury.” The mere 
realization by the reader that the courts have 





16 See C. A. Reis, supra, footnote 14. 

7See H. & G. Amusement Company, supra, 
footnote 5 (reliance on previous audits); Anna 
Eliza Masterson, supra, footnote 15 (reliance on 
state court decision); W. F. Trimble & Sons 
Company, supra, footnote 6 (reliance on estab- 
lished accounting practice); Meurer Steel Barrel 
Company, Inc. [CCH Dec. 13,039(M)], 1 TCM 
721 (1943), aff'd [44-2 usrc { 9423] 144 F. (2d) 
282 (CCA-3, 1944), cert. den. 324 U. S. 860 (1945) 
(reliance on opinion of counsel). 

1% This rule has been well stated in Laura M. 
Corrigan [CCH Dec. 14,157(M)], 3 TCM 1013 
(1944), aff'd [46-1 ustc {| 9229) 155 F. (2d) 164 
(CCA-6, 1946), where the Tax Court said: ‘‘It 
has been held by the Circuit Courts and by this 
Court that the conditions of Section 275 (c) 
are fully met merely by showing that the tax- 
payer has in fact omitted from its return the 
specified percentage of income and that this 
condition is not cured by showing an absence of 
bad faith or that the omitted income has been 
included in some return other than that of tax-~ 
payer.”’ 

#2 Any tax practitioner will, I believe, confirm 
that ‘‘gross income’’ under the law is an ever- 
growing concept, and that undoubtedly its pre- 
cise scope will constantly be the subject of 
litigation. An analysis of its meaning to date 
would require the writing of a book rather than 
a short article—e. g., see Code Section 22. 
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consistently held these words to acquire the 
meaning assigned to them by the Internal 
Revenue Code will make it at once apparent 
that limitations of time and space render 
it impracticable to attempt to exhaust this 
segment of the section. 

In passing, however, it is interesting to 
note that gross income is not synonomous 
with gross receipts (which include such 
items as gifts, municipal bond interest, total 
proceeds of sales of assets, liquidating divi- 
dends, etc.). Thus, where capital gains are 
involved in the dispute, only the taxable 
portion of the gains is to be considered in 
determining whether the requisite percent- 
age of gross income has been omitted.” 


Of necessity, one of the first questions the 
court must decide in each case is whether 
the omitted item constitutes taxable gross 
income at all. If the decision is that it does 
constitute taxable gross income, the mag- 
nitude of the disputed item often obviates 
the necessity for any further consideration 
of Section 275 (c). Asa result of this, many 
of the opinions rendered by the Circuit 
Courts are silent as to the meaning of any 
of the other segments of the section.” 


‘Properly Includible”’ 


The meaning of the words “properly in- 
cludible’” would seem so obvious as to re- 
quire no comment.” Their juxtaposition to 
the words “gross income” seems clearly to 
show that they are used as a modifying 
phrase. For instance, a taxpayer often re- 
ceives gross income which does not con- 
stitute taxable gross income to him (e.g., 
those items which constitute “gross re- 
ceipts”). Since Congress apparently intended 
to exclude this income from any considera- 
tion in applying Section 275 (c), it does not 





22 See Emma B. Maloy, supra, footnote 4. 

21Cases involving Section 275 (c) have been 
appealed to the various Circuit Courts, including 
the First, Second, Third, Fifth, Sixth, Eighth 
and Ninth Circuits, fourteen times. Only seven 
of these cases contained any discussion of this 
section. These are Katharine C. Ketcham, supra, 
footnote 14—CCA-2 (discussion of ‘‘omits’’); 
Meurer Steel Barrel Company, Inc., supra, foot- 
note 17—CCA-3 (discussion of ‘‘omits’’); Anna 
M. B. Foster, supra, footnote 11—CCA-5 (dis- 
cussion of 275 (c) as an exception); Laura M. 
Corrigan, supra, footnote 18—CCA-6 (discussion 
of ‘‘omits’’); C. A. Reis, supra, footnote 14— 
CCA-6 (discussion of ‘‘omits’’); Oleta A. Ewald, 
supra, footnote 3—CCA-6 (discussion of 
“omits’’); William L. E, O’Bryan,: supra, foot- 
note 14—CCA-9 (general discussion of 275 (c)). 
The other cases concerned themselves with the 
meaning of gross income as a matter of sub- 
stance. 

2See EHmma B. Maloy, supra, footnote 4; 
H. & G. Amusement Company, Inc., supra, foot- 
note 5. 
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seem to have intended that these words 
could have independent meaning. However, 
the Treasury has made at least one abortive 
attempt to argue that “properly includible” 
means whatever it, the Treasury, claims is 
properly includible.* 


The phrase “amount of gross income 
stated in the return” likewise deceptively 
seems void of ambiguity. If gross income 
means one thing when used earlier in the 
section, certainly it cannot mean something 
totally different elsewhere in the same sec- 
tion. Yet the tax practitioner must meet 
such an argument.” 


Perhaps the apparent confusion is en- 
gendered by fear that some court might up- 
hold one of the arguments advanced by the 
Treasury in an attempt to avoid the three- 
year limitation. Here, for instance, are some 
of the arguments advanced: omitted capital 
gain should be counted in its entirety regard- 
less of its taxable component; “stated in 
the return” means stated on the face of the 
return; or “stated in the return” means 
the sum total shown on the line of the 
return labeled total gross income.” 


If this is the cause of the confusion, the 
tax practitioner has not much to fear except 
loss of sleep and the wrath of his client at 
having to defend the attempted imposition 
of an unwarranted deficiency.” 


On the other hand, is the tax practitioner 
to be ridiculed for his fear and confusion 
when the Circuit Court of Appeals for the 





23 See C. A. Reis, supra, footnote 10. 

Cf. William L. E. O’Bryan, supra, footnote 
14, to Hmma B. Maloy, supra, footnote 4, and 
Leslie H. Green [CCH Dec. 15,246], 7 TC 263 
(1946), aff'd [48-2 ustc { 9325] 168 F. (2d) 994 
(CCA-6, 1948). 

% See Emma B. Maloy, supra, footnote 4. 

2s See Grange Trust [CCH Dec. 14,517(M)], 4 
TCM 400 (1945). 

27 See Leslie H. Green, supra, footnote 24. 

28 Could the asserted deficiency in the Grange 
Trust case, supra, footnote 26, be satisfactorily 
explained to the taxpayer? There the Treasury 
was interested in $4,563.38 of omitted rents. It 
did not assess the deficiency until three years 
had passed. To fall within Section 275 (c), the 
Treasury argued, the face of the return showed 
rents of $33,388.82; gross rents, as shown by 
Schedule B, were $54,698.74; obviously, then, 
rents as stated on the face of the return were 
twenty-five percent short. The court made short 
shrift of this argument: ‘‘Obviously the respon- 
sible officers of the Treasury Department, who 
prepared the form, had in mind that the sched- 
ule should show the actual rentals received and 
the legal deductions and that there should be 
brought onto the face of the return only the 
true income resulting. If respondent is 
correct in his conclusion that the gross income 
from rents was $54,698.74, then it seems clear 
that petitioner is correct in asserting that the 
same amount was actually ‘stated in the return’ 
—the language used in Section 275 (c).’’ 
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Ninth Circuit, in deciding the O’Bryan case,” 
stated that the “mere appearance of the total 
amount of gross income somewhere on the 
face of an income tax return is not sufficient 
to prevent an omission within the terms of 
§ 275 (c). The government is not required 
to search carefully throughout a tax return 
to ascertain some fact which will put it on 
notice of error. ... To satisfy the terms of 
the section, the figure which represents 
gross income and from which net income is 
derived must not be understated by an 
amount in excess of 25 per cent of the 
figure’? 

The taxpayer is indeed fortunate that in the 
few cases where consistency was essential 
in order for him to win, the court refused 
to apply different definitions of gross in- 
come.” In the face of the language of the 
O’Bryan case, this is some comfort. How- 
ever, as has been pointed out, in most of 
the cases decided to date the omission was 
so large as to obviate the necessity for care- 
ful consideration of what “gross income 
stated in the return” means.” In view of 
this, perhaps the Treasury may yet succeed 
in turning the fear of the tax practitioner 
into grim reality. 

Section 275 (c) having been studied in 
operation, some recommendations might be 
in order. 

Two major portions of the section should 
be rectified either by court decision or by 
legislation—unless the reader believes that 
the taxpayer who omits substantial income 
from his return is entitled to no sympathy. 
These are the precise meanings of “gross 
income as stated in the return” and “omits.” 

“Gross income as stated in the return” 
should mean nothing more or less than a 
mathematical computation. It should be the 
sum total of all items included in the return 
as taxable gross income before any offsetting 
items from Section 23 are applied.” 

The word “omits” should be narrowed in 
meaning in at least one respect. Where, year 
after year, the Treasury has taken a con- 
sistent position that a certain type of re- 
ceipt does not constitute taxable income, it 
should not, when it reverses its position, be 
permited to use Section 275 (c) as a weapon 
against taxpayers who have filed their re- 





2° Supra, footnote 14. 

% Grange Trust, supra, footnote 26; Emma B. 
Maloy, supra, footnote 4; Leslie H. Green, supra, 
footnote 24. 

31 For instance, of the cases cited in footnote 
21, supra, only the O’Bryan case required any 
expression by a Circuit Court as to the meaning 
of ‘‘gross income ‘stated in the return.’’ 

32 The Treasury determines, within the broad 
terms of the Code, what form tax returns shall 
take. Let us hope no court ever overlooks this 
fact. 
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turns in reliance on this consistent policy.™ 
Why should the Treasury in such a case be 
permitted to escape the doctrine of estoppel? 
It is hard to believe that Congress could 
have intended any such patently unjust result. 

Further, it seems an unnecessarily harsh 
rule to hold that a statement attached to a 
return disclosing all the facts concerning 
the receipt of an item of income, but claiming 
it to be nontaxable, serves only to eliminate 
the element of fraud from the taxpayer’s 
return as to that item. Why should not the 
statement be notice to the Treasury to set 
into motion its auditing gears within the 
three-year period? It would be a simple 
matter for the Treasury to issue a separate 
schedule for disclosing such items, and the 
courts could refuse to recognize any items 
not listed on the schedule. Witness the 
dilemma of many taxpayers until the Treas- 
ury finally withdrew its arbitrary position 
concerning the proceeds of insurance pay- 
able on death in installments, the election 
having been made by the beneficiary after 
the death of the insured.* 


However, in view of Estate of C. P. Hale,* 
where the court said that “words ‘If the 
taxpayer omits from gross income’ are so 
clear and unambiguous that no construction 
of them is required,” nothing short of legis- 
lation is likely to mitigate the harshness of 
this rule. [The End] 


%3See H. & G. Amusement Company, Inc., 
supra, footnote 5; American Liberty Oil Com- 
pany [CCH Dec. 12,920], 1 TC 386 (1942). 

3 Most tax experts were of the opinion that 
the Treasury here was taking a very arbitrary 
position which would not be sustained by the 
courts. See Katharine C. Pierce [CCH Dec. 
13,526], 2 TC 832 (1943), aff’d [45-1 ustc { 9123] 
146 F. (2d) 388 (CCA-2, 1945). In such a situa- 
tion, should the taxpayer be forced to go to 
the expense of filing a refund claim and possibly 
a court suit in order to avoid Section 275 (c)? 

% Supra, footnote 3. 

36 Most of the cases involving Section 275 (c) 
have been cited heretofore in this article. For 
reference, however, the remaining cases found 
by the writer are cited here: Peoples Gin Com- 
pany [CCH Dec. 13,328(M)], 2 TCM 325 (1943); 
Transportation Service Associates, Inc. [CCH 
Dec. 13,742(M)], 3 TCM 135 (1944), aff’d [45-1 
ustc {| 9292] 149 F. (2d) 354 (CCA-3, 1945) ; David 
E. Castles [CCH Dec. 13,767(M)], 3 TCM 163 
(1944); J. A. Byerly [CCH Dec. 13,819(M)], 3 
TCM 245 (1944), aff'd [46-1 ustc ] 9240] 154 F. 
(2d) 879 (CCA-6, 1946); Hlsie C. Emery [CCH 
Dec, 14,812], 5 TC 1006 (1945), aff’d [46-2 ustc 
9331] 156 F. (2d) 728 (CCA-1, 1946); Hdward 
Dubinsky Durwood [CCH Dec. 15,074], 6 TC 
682 (1946), rev’d [47-1 ustc { 9156] 159 F. (2d) 
400 (CCA-8, 1947); H. L. Gumbiner [CCH Dec. 
15,545(M)], 5 TCM 1119 (1946); William F. 
Pohlen [CCH Dec. 15,659(M)], 6 TCM 226 (1947), 
aff’d [48-1 usrc { 9148], 165 F. (2d) 258 (CCA-5, 
1948); Gustave C. Gennert [CCH Dec. 16,165], 
9 TC 1099 (1947); U. 8. v. United Distillers Prod- 
ucts Corporation [46-2 ustc { 9327], 156 F. (2d) 
872 (CCA-2, 1946). 





467 










































Taxation and Savings in Britain 


By ROY HARROD 


THIS ARTICLE WAS ORIGINALLY THE SCRIPT OF A BROADCAST 
OVER THE BRITISH BROADCASTING CORPORATION’S NETWORK. 
MR. HARROD IS A MEMBER OF THE COUNCIL OF THE ROYAL 
ECONOMIC SOCIETY AND A WRITER ON ECONOMIC SUBJECTS 


rN HE CAPITAL EQUIPMENT of any 
country can be increased only to the ex- 
tent that, year by year, its citizens forgo con- 
sumption of present articles and put by 
savings. These savings find their way to 
meet industrial needs through the machinery 
of banks, stock exchanges, and so on. From 
time to time these institutions must be 
criticized in regard to their efficiency as 
channels. Do they give people sufficient in- 
centive to save? Are the projects financed 
by the savings sound? Can industrialists 
with sound projects obtain the savings? 


In all, this attention is concentrated upon 
the particular saver and the particular proj- 
ect. But recently a somewhat different 
question has come into great prominence: 
Are people saving the right amount in total? 
Is the capital equipment of the country being 
expanded at the best possible rate? Also, 
has not expansion tended to proceed too 
much in spurts, divided by woeful periods of 
industrial depression and slackness? 


Long before the war, consideration was 
given to this problem. When, during the 
war, postwar reconstruction was considered 
by the British Government, the economists 
then advising it were asked to state their 
views. The result was the White Paper on 
Employment Policy put forward by the coali- 
tion government in 1944. This postulated 
that the government should take cognizance 
of the total amount of capital outlay pro- 
ceeding and should take steps to make ad- 
vance more regular—in other words, to iron 
out the trade cycle. 


For this task, statistics are necessary, in 
order to show how much effort is in fact 
‘being directed, year by year, to the produc- 
tion of consumer goods, to government 
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services, to capital outlay, etc. Under the 
influence of the well-known economist, Lord 
Keynes, the British Treasury began during 
the war to issue a White Paper giving these 
Statistics; this has become a regular annual 
publication under the title National Income. 
This gives the bare facts. The British péople 
have also had for two years a forecast known 
as The Economic Survey. These are, so to 
speak, tools by which the government can 
plan in this field, and by which public opin- 
ion can be guided. 


Banking and Currency Policy 


How should the government influence the 
total of capital outlay? What should be its 
method of operation? In the old discussions 
first place was always given to banking and 
currency policy. The central bank—whether 
or not it was nationalized did not much 
matter—should, by its bank rate policy and 
market operations, influence the rate of in- 
terest and the availability of credit to insure 
a steady advance. But the central bank 
might not be able, unaided, to achieve its 
aim. Therefore, the idea was advanced that 
the public works of the local or central 
governments should be so timed as to 
dovetail into the ups and downs of capital out- 
lay undertaken by private enterprise. An- 
other idea was that the national budget 
should be regulated for greater steadiness. 
In times of strong activity, demand should 
be siphoned off by means of a budget sur- 
plus. In times of depression, additional de- 
mand should be pumped in by means of a 
budget deficit. 


Now that a substantial portion of the 
British economy is nationalized, further 
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methods become available. Capital outlay in 
the nationalized sector could, in principle, 
be regulated to further the general aim. In 
the special circumstances of the postwar 
transition, there are other methods. The 
government can form some idea of how 
much expansion can be allowed in the vari- 
ous fields and, by its system of licensing or 
control over raw materials, limit projects to 
what it thinks the nation can afford. This 
method is in the main negative—that is, 
it tends to prevent expansion. And it may 
well be discontinued when the transition 
period is over. 


Limitation of Demand 


The trouble, in this postwar period, has 
been that these new ideas have had to be 
applied to a situation in which natural forces 
are all going in one direction, namely, to- 
wards very rapid expansion. The whole 
problem is to limit demand. There are great 
arrears in repairs and replacements result- 
ing from the war. Because house building 
was suspended, Britain has to have a big 
building program, which is a large user of 
capital. In a time of brisk activity, the de- 
mand for capital goods is always abnormally 
high. This has been a regular feature of 
the trade cycle. On top of all this, a good 
many projects have been put into execution 
under the influence of the idea that Britain 
has been somewhat laggard, compared with, 
for instance, the United States, in keeping 
her industrial plant thoroughly modern and 
up to date. It has been felt that a great 
overhaul is necessary. This is, of course, a 
long-range problem. But it has immediate 
influence, and inflames the tendency for de- 
mands on capital account to be clustered 
together at the present time. 


On the other side, there has been some 
weakening in the tendency of the British 
people to save, because of the very high 
rates of tax which they bear. Consequently, 
in 1947, while net capital outlay is reckoned 
to have stood at the very high figure of 
£1,245,000,000 ($4,980,000,000), the savings 
of the British people are calculated to have 
been £570,000,000 ($2,280,000,000). 


United States Loan 


The difference was made good by the 
United States loan to Britain. There has 
been a good deal of misunderstanding about 
this. It has been supposed that much of the 
loan was spent on such unnecessary items as 
tobacco and movie films. This occurred be- 
cause the actual United States dollars were 
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used for that purpose—but it is a most un- 
just way of regarding the matter. One must 
look at the whole picture. The fact remains 
that Britain was building up her internal 
capital at an unprecedented rate, at the 
expense, inevitably, of the production of 
consumer goods for her people and of goods 
for export. One must look at the total 
amount of consumer goods made available 
to the people, and not only at those which 
happen to be bought with United States 
dollars. The total amount was most severely 
cut in 1947, 


Present Policy 


Now that foreign funds can no longer be 
drawn on at the same rate, something must 
be done. Opinions differ as to what. Last 
autumn Sir Stafford Cripps, the Chancellor 
of the Exchequer, announced that it would 
be necessary to make certain cuts in the 
British capital programs; but according to 
present policy, it is proposed to fill by far 
the largest part of the gap between the re- 
quirement for savings and the offer of sav- 
ings in a different way. A budget surplus 
of £330,000,000 ($1,320,000,000) is proposed. 
This is reverting to the old idea of siphoning 
off purchasing power by means of a budget 
surplus. Or one may put the matter in 
another way. The money cost of capital 
projects greatly exceeds the amount of 
money which the British people at the pres- 
ent time are prepared voluntarily to save. 
Therefore, one says, we shall add to their 
voluntary saving by making saving com- 
pulsory through a budget surplus. The sur- 
plus is used in the first instance to pay off 
the national debt. But the holders of the 
debt will wish to reinvest their money, and 
this amount of money becomes available for 
industrial use over and above the money that 
industry may be receiving directly from cur- 
rent savings. 


The only difficulty in this method is that 
it involves maintaining taxation at a very 
high level in order to provide the budget 
surplus, and that this taxation may reduce 
voluntary saving. Thus, there is the danger 
that the extra compulsory saving may be 
partially offset by a decline in voluntary 
saving, so that the contribution to the gap 
between capital requirements and saving 
may be less than the total amount of the 
budget surplus. 


Opinions differ as to whether Britain is 
too ambitious in its capital projects. Some 
hold that by doing so much at once, she is 
preparing for herself a large slump when 
existing projects are finished. Emphasis has 
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changed since the publication of the em- 
ployment policy paper, mentioned above, in 
1944. There the emphasis was on obtaining 
a steady flow of capital outlay and thus 
preventing the trade cycle. Now the trade 
cycle seems to have been forgotten, and all 
the emphasis is on securing as much capital 
re-equipment as possible. 

The method of limiting capital outlay by 
refusing raw materials has proved unsatis- 
factory. This kind of control leads to a 
faulty distribution of materials and to hold- 
ups in factory production because of the lack 


of particular items. It is desirable to strike 
a balance between demand and supply by 
some other method. The budget surplus is 
an attempt to solve this problem. Some hold 
that the authorities have not gone nearly 
far enough in cutting down or postponing 
government-sponsored capital programs and 
obtaining a balance in that way. 

The British problem is not yet solved. 
Experiments in these new methods of in- 
fluencing the total of capital outlay will 
continue. And all the time we are learning 
new lessons. [The End] 


Acme 


London.—Sir Stafford Cripps, Chancellor of the Exchequer, holds the battered brief- 
case, used by many of his predecessors in office, which contains the austerity budget he 
presented to his nation. The budget, said to be the most unpopular in modern times, 
offered not a single major cut in taxation. 
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THE CITY FINANCE EMERGENCY 





By JAMES W. MARTIN 
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bE cnaminatccanbotyaia the United States city 
governments confront a genuine financial 
emergency. The municipal service program 
popularly demanded would cost up to seventy- 
five or one hundred per cent more than 
present revenue can support. 


One obvious explanation of higher costs 
is the increase in popular demands for 
government services. This growth has been 
going on for a long time; in fact, it is 
practically continuous. In some cities the 
rate of growth was slowed down and in 
others accelerated during the war period. 
In general, however, people everywhere ex- 
pect more and better city government serv- 
ices than they had ten years ago. If local 
government keeps pace with the people’s 
wishes, the city inevitably increases ex- 
penditures. Although this obvious con- 
sideration explains some of the increase, it 
is, in fact, a minor influence in the postwar 
emergency situation. 


The rise in total costs since the late 
1930’s helps to explain the American city 
problem. For example, a large part of the 
municipal expense is incurred for personal 
service; and the higher costs of living, 
among other factors, have driven wage 
rates rapidly upward. The average cost 
of food, for instance, has increased since 
1935-1939 by just over 100 per cent. With 
regard to nearly all commodities the city 
must buy, an increase somewhat compara- 
ble to that for food has occurred. Some 
commodities and services, such as many 
building materials and clothing for inmates 
of institutions, have shown a more sweeping 
price rise; others, notably electric current 
and other public utility services, when pur- 
chased rather than produced, have shown 
greater price stability. Practically all have 
witnessed some price rise. 


City Finances 





Replacement and Expansion Costs 


Not only must American municipalities 
pay a higher price for goods and services, 
but they must also take care of property 
maintenance deferred during the war and 
immediate postwar period. For example, 
many cities were not able adequately to 
maintain streets, sewers, utility plants and 
automotive equipment from 1942 to 1947. 
Normal current repairs plus those deferred 
for these years must be made. In some 
cities the fact that needed repairs were 
postponed has necessitated the outright 
premature replacement of expensive equip- 
ment. In any event, repair and plant 
replacement expenses due to labor and ma- 
terial shortages during the period from 
1942 to 1947 must be met during the period 
from 1948 to 1950—and at a much higher 
level of prices than obtained even during 
the war. 


Capital replacement and capital expan- 
sion problems not connected with deferred 
maintenance are also confronted. In any 
progressive, growing city there is a normal 
expenditure for new streets, new sewers 
and other new city construction of various 
sorts. The postponement of such building 
for six or seven years has caused a backlog 
of needed public works activity for the 
present several times as great as the usual 
requirement. When it is kept in mind that 
this accumulated building must be done at 
a unit cost 127 per cent above the level 
which obtained in 1939 (Standard and Poor 
index), the extraordinary city fiscal problem 
will be appreciated. In many communities, 
however, this is only a part of the problem 
because the war itself created needs for new 
construction. In Europe this phase of the 
postwar municipal finance problem is more 
apparent; in the United States, though 
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the difficulties are not so great, the emer- 
gencies are real. 


Meeting war requirements necessitated 
the development of whole new plants in 
some cities—some of them employing thou- 
sands of workers. These changes brought 
about major shifts of population, so that 
there have been revolutionary increases in 
certain localities. The wartime construc- 
tion of school buildings, streets and other 
city facilities was often such as barely to 
meet the emergency; and in such cases the 
needs for continuing use of facilities require 
major reconstruction. In the boom towns, 
of course, building requirements thus caused 
are superimposed on the construction needs 
accumulated normally from 1942 to 1947. 


Failure to Readjust Local Revenues 


Although city dollar revenues have gone 
up, the real revenues (in terms of prewar 
dollars) have declined sharply. Thus, city 
revenues will not meet increased costs, 
much less the added service and construc- 
tion requirements. 


Most of the explanation of the failure 
of city revenues to adjust stems from their 
character. The vast bulk of municipal tax 
money comes from direct levies on private 
property. Two other sources are earnings 
from city-owned business enterprises— 
mainly water, electric, gas and other public 
utility plants—and grants-in-aid from state 
and national governments. The limited 
expansion of these revenues will be clarified 
by examining the situation in terms of the 
cities’ financial, political and legal position. 


To examine the last-mentioned source of 
revenue first, observe the conditions under 
which aid is granted. Such money as the fed- 
eral government makes available is granted 
under general laws. It could scarcely be ex- 
pected that during a major war, which claimed 
everything the fiscal system could produce, or 
even during a postwar inflationary period, 
the central government would pass much 
new legislation increasing grants to cities. 
The state governments have not been able 
in a generous manner to provide new sub- 
ventions. This is true because somewhat 
the same expenditure situation as that con- 
fronting cities has also faced state govern- 
ments—though not in such an acute form. 
The progress of inflation for the past five 
years has outrun the progress in average 
state revenues. In some states the cities’ 
difficulties on this score have been alleviated 
by the fact that the state grants were 
made, at least partly, in the form of 
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“shared taxes.” If, for example, city gov- 
erments received half of the alcoholic 
beverage taxes, their revenue from this 
source rose with increases in alcohol con- 
sumption. But in large part the state 
grants, like the smaller ones from the 
federal government, have been made accord- 
ing to a fixed, legally specified plan without 
regard to the form or amount of state 
revenue. 


The net public utility earnings available 
for general government have been subjected 
to increasing restriction. True, the volume 
of electric and water business has increased 
materially since before the war. But the 
costs of operation, including provision for 
deferred maintenance, have also risen—and 
often more rapidly. Moreover, some plants 
must be largely or altogether replaced, and 
that fact confronts the city with another 
financing problem. In addition to these 
offshoots of the general business and eco- 
nomic situation, there is an increasing num- 
ber of city public service enterprises subject 
to legal restriction, especially prohibitions 
or limitations on the use of net earnings, 
for the support of fire, police, education 
and other general city functions. In the 
absence of legal impediments, some relief 
might come from increased rates; but the 
city officials responsible for higher water 
or electric rates are scarcely the most 
popular political leaders. 


Dependence on Property Tax 


Far more serious than these influences 
on comparatively minor sources of city 
money are the problems growing out of 
heavy dependence on property taxation. 
The property tax differs from state to state; 
but in the main it is a levy directly on 
the property based on market value or 
selling price, that is, capital rather than 
income value. The amount of the tax, 
which falls heavily on land and fixed im- 
provements thereon, is determined by mul- 
tiplying the “assessed value,” that is, the 
official estimate of market price, by the 
rate determined according to state law. 


Present property tax difficulties, inso- 
far as they are unusually acute, are mainly 
the result of two factors. In the first 
place, wartime rent control, considerably 
modified, has been continued to prevent 
extraordinary tenant hardships. The con- 
trol policy has limited, but not prevented, 
the land value boom. Thus, the tax base 
has increased in cities less rapidly than has 
the price level generally. 
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Second, and very much more important, 
the administration of assessments has usu- 
ally left a great deal to be desired. In some 
cities there have been almost no adjust- 
ments in prewar assessed valuations of 
property. In the cities which provide better 
assessments, the valuations have lagged far 
behind actual selling prices. Even appraisal 
technicians are admitting that assessed 
valuations must be made on the 1943 or 1944 
or 1945 price-level basis. Otherwise, tax- 
payers will defeat any upward readjustment. 
This assessment difficulty is based in part 
on fear of a big drop in property values 
after the present inflationary spiral runs 
its course. 


The net result of these two impediments 
to valuations—and hence revenues, as many 
cities have legal rate limits—is that dollar 
revenues from this source of an overwhelm- 
ing proportion of all municipal government 
support have failed to keep even approxi- 
mate pace with rising costs of government. 
In consequence, city service programs have 
suffered; municipal borrowing has increased 
and local governments have engaged in a 
frantic search for new revenue sources. 


CAN YOU DECIDE? 


VERY WEALTHY AND BUSY EXECUTIVE, whose job required that he 





Summary 


City service demands have shown and 
continue to show a long-term increase. 
Since 1942 there has been a sharp rise in 
the needed expenditures of city govern- 
ments, enhanced greatly by deferred main- 
tenance and postponed capital replacement 
from 1942 to 1947. The costs of labor, of 
commodities, and of nearly every other 
thing the cities must pay for have added 
to financial difficulties. 


Meantime, municipal revenues have failed 
thus far to show possibilities of adjust- 
ment to meet requirements. The increase 
in grants from other governments has been 
relatively slight; earnings of city-operated 
businesses have not even kept up with 
general rises in prices; and tax levies on 
property, amounting to an overwhelming 
proportion of total city financial support, 
have utterly failed to keep pace. Failure 
of property taxes to produce elastic rev- 
enues results mainly from lack of revalua- 
tions of property on a current market 
basis, coupled with legally imposed tax 
limitations. [The End] 









The Case of the Unreported $42,500 


travel quite a lot, necessarily left the details of keeping his books and preparing 
his income tax return to his confidential secretary and accountant. In the taxable 
year of concern to the Commissioner, the executive made several large deals— 
buying, selling and exercising options in corporate stock. One item of $42,500 
was received for the executive while he was out of town. His secretary took it 
to be one of the capital transactions in which his boss had been engaged, so 
did not include this amount in the boss’s income tax return. 


The item was actually income. The boss had examined the prepared tax 
return before it was filed and had signed it, but said nothing about the $42,500. The 
Commissioner charged fraud and claimed the fraud penalty, citing the Gano case, 
CCH Dec. 5962, 19 BTA 518, and Code Section 293 (b): “If any part of a de- 
ficiency is due to fraud with intent to evade, then fifty per cent of the total amount 


of the deficiency shall be assessed.” 


Remember, it was the executive’s own personal return, and in those days 


The Board of Tax Appeals said: “The 


transaction involved here and the failure 


to report the income item were not due 
to fraud with intent to evade income taxes. 


City Finances 


the return required a notorized affidavit. 


. . the omission of this item from the 
reported income . . . was due to negli- 
gence [five per cent penalty].”—Harold 
B. Franklin, CCH Dec. 9462, 34 BTA 927. 
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estate. Justice L. Hand dissented on the 
ground that the executors “received” their 
fees as soon as the estate had sufficient funds 
to pay them, even though reduction of the 
estate’s cash might have hindered the con- 
duct of its business. (Weil v. Commissioner, 
49-1 ustc J 9237, CA-2.) 


Ceramic Foundation 
Exempt from Income Tax 


A foundation organized under the founder’s 
will for the purpose of promoting the science 
of ceramic engineering was exempt from 
income tax, even though it operated a busi- 
ness of manufacturing and selling pyrometric 
cones and, out of its income, paid a life 
annuity to the founder’s widow. The Sixth 
Circuit declared that the business produced 
profits for the furtherance of research and 


study in the field of ceramics, and that the 
amounts paid to the widow were in discharge 
of a contract obligation in order to make 
funds available for the scientific aims of the 
foundation. The profit-sharing provisions 
of the will indicated nothing more than a 
desire on the founder’s part to continue good 
employee relationships. (Commtssioner v. 
Orton Ceramic Foundation, 49-1 ustc § 9225, 
CA-6.) 


Employee's Traveling Expenses 
Allowed 


The manager of one of a chain of four- 
teen grocery stores was required to drive 
his own car on a seventy-two mile round 
trip each Sunday to consult with the gen- 
eral manager. The Tax Court allowed the 
deduction as traveling expenses. (Waters, 
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Robert Backlund, R. I. Prindeville, John T. Jarecki and Thomas Conroy 
(left to right) examining new tabulating machine in the office of the internal 
revenue collector, Chicago, Illinois 
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CCH Dec. 16,873, 12 TC —, No. 59.) The 
Commissioner had disallowed the deduction, 
holding that the trips must be overnight 
trips in order to constitute “travel away 
from home” and that the trips were in the 
nature of extra services attached to the em- 
ployment. Judge Opper dissented, declar- 
ing that there is a distinction between traveling 
expenses and transportation expenses, which 
are business expenses. 


Health Trip Expense 
as Medical Deduction 


The cost of health trips to Arizona and 
Atlantic City for the benefit of the tax- 
payer’s wife were not allowable as a medi- 
cal deduction. As the taxpayer’s wife had 
suffered a coronary occlusion, her physician 
had advised that she be taken to the sea- 
shore during the humid summer months and 
to Arizona during the winter. The Tax 
Court ruled that the treatment was not spe- 
cifically linked with a change of climate and 
that the medical deduction could be claimed 
only where the expense is incurred primarily 
for the prevention or alleviation of a health 
or body condition. An incidental benefit is 
not sufficient. (Harvey, CCH Dec. 16,872, 
12 TC —, No. 58.) 


Effect of Divorce 
on Family Partnership 


A taxpayer’s transfer of one half of his 
partnership interest to his wife did not make 
her a partner because she had paid for her 
interest by borrowing $10,000 on an unse- 
cured note endorsed by the taxpayer, and 
did not contribute any additional capital, 
perform any services or share in the man- 
agement and control of the partnership 
business. But when the wife secured a 
divorce, and, as part of the property settle- 
ment, retained her interest in the partner- 
ship after her husband had paid off the note, 
she became a partner for federal income tax 
purposes; and her share of partnership in- 
come earned after the divorce was taxable 
to her. (Smith v. Henslee, 49-1 ustc J 9216, 
CA-6.) 


Other Decisions of Interest 


A corporation’s purchase of a single pre- 
mium annuity for an officer did not result 
in income to the officer, under a holding of 
District Judge Burke, since the policy was 
retained by the corporation, was nonassign- 
able and was without cash value. (Drescher, 
49-1 ustc J 9221, DC N. Y.) 

Washington Tex Talk 






| A refund by a manufacturer to the gov- 
ernment of an amount declared by the OPA 
to have been received in violation of Maxi- 
mum Price Regulation 221 was disallowed 
as a deduction from gross income. The Tax 
Court agreed with the Commissioner that 
the payment did not represent an ordinary 
and necessary business expense. (Nazareth 
Mills, Inc., CCH Dec. 16,846(M).) 


| Profits realized from the sale of cattle 
culled from a dairy herd maintained for the 
production and sale of dairy products and 
from the sale of a breeding herd maintained 
for the production and sale of livestock were 
held to constitute capital gains, rather than 
ordinary income, by the Eighth Circuit in 
Albright v. U. S., 49-1 ustc 7 9215, CA-8.) 


{ A company whose capital was contributed 
by two individuals and whose business was 
carried on by a third person on a percentage 
basis was not a partnership, but was an 
association taxable as a corporation. (Her- 
man v. U. S., 49-1 ustc J 9214, 81 F. Supp. 
963, DC Mo.) 


{| The United States Supreme Court has af- 
firmed the Second Circuit in the National 
Carbide case, which held that the taxpayer- 
subsidiaries could not allocate their incomes 
to the parent corporation for tax purposes. 
The fact that the subsidiaries were financed 
by the parent under contracts whereby the 
subsidiaries were required to pay to the 
parent all profits in excess of a certain per- 
centage did not shift the tax liability to the 
parent. (National Carbide Corporation, 49-1 
ustc J 9223.) 


| A divorce settlement agreement uncondi- 
tionally obligated the taxpayer to acquire 
two insurance policies for the benefit of his 
children, and gave him the option of pur- 
chasing two additional policies for the bene- 
fit of his wife. This optional provision gave 
the wife the right to retain a two-thirds of 
one-half interest in their community prop- 
erty if the optional policies were not pur- 
chased. The Fifth Circuit ruled that the 
husband was entitled to use, as part of his 
cost basis for the community property, the 
amount paid his wife in accordance with 
the optional provision of the settlement 
agreement. (Long, 49-1 ustc { 9209, CA-5.) 


| A taxpayer claimed as a dependent an in- 
dividual to whom he was not related by 
blood or marriage. He contended that he 
should be permitted to claim the exemption 
rather than have the person dependent upon 
charity for support. The Tax Court ruled 
that the definition of a dependent under 
Code Section 25(b)(3) was specific and ex- 
cluded the taxpayer’s claim. (Ford, CCH 
Dec. 16,868(M).) 
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Jackson Cases 
Sir: 


The article entitled “Limitations on the 
Commissioner’s Power to Determine In- 
come by Arbitrary Methods,” which ap- 
peared in the January, 1949 issue, was of 
particular interest to me because I repre- 
sented the taxpayer in the case of Pearl H. 
Jackson [CCH Dec. 16,524(M)], 7 TCM 507, 
one of the cases discussed in the article, and in 
the companion case, R. W. Jackson [CCH Dec. 
16,533(M)], 7 TCM 523. Several of the 
cases cited in the above article were cited in 
the taxpayers’ briefs in the Jackson cases, but 
none of these were mentioned in the court’s 
opinions in those cases. One of the cases so 
cited was Helvering v. Taylor [35-1 ustc 
{ 9044], 293 U. S. 507, wherein the Supreme 
Court held that where the taxpayer proved 
the Commissioner’s determination of the 
deficiency to be arbitrary and wrong, the 
taxpayer did not have to establish the cor- 
rect amount of his tax. While the Tax 
Court’s decisions in the Jackson cases fa- 
vored the taxpayers, its opinions indicated 
rather strongly that it was not satisfied 
with the proof. It commented upon the 
undue burden imposed on the court, and 
said that the taxpayers’ books were offered 
in evidence without even totaling the figures 
in them. 

In the Jackson cases, the taxpayers claimed 
that their books properly reflected their in- 
come, and so testified. Those books of 
account and the taxpayers’ returns were in 
evidence, as well as the testimony of the 
accountant who prepared the returns from 
those books. It was proved that the ex- 
amining agent had made no effort to check 
the correctness of the taxpayers’ books, 
which had been offered him for examina- 
tion, and that he had determined the pro- 
posed deficiencies by using the bank-deposit 


method alone. The taxpayers proved the 
agent’s findings to be in error by showing 
the amounts of nonincome deposits consid- 
ered to be income by the agent. Thus, the 
taxpayers not only proved the proposed 
assessments to be erroneous but also proved 
the amounts by which they were in error. 


As I read the opinions of the court in the 
Jackson cases, they appear to hold that when 
the Commissioner uses the bank-deposit 
method of determining income, proof that 
the proposed assessment is erroneous, cou- 
pled with proof of the amount by which it 
is erroneous, is not enough. The Tax Court 
apparently holds that the taxpayer must go 
further and prove the exact amount of his 
gross income and the exact amount of all de- 
ductions, including deductions admitted to be 
proper by the Commissioner’s computation. 
This would seem to impose an undue bur- 
den on the taxpayer. 

JaMEs P. HILti 


JACKSONVILLE, FLORIDA 


Discrimination 
Sir: 


Under the present law, with its marital de- 
duction theory, husbands and wives over 
the age of sixty-five may claim $1,200 apiece 
as exemptions, no matter what the amount 
of their income or its source. There are 
literally hundreds of cases in this state, and 
probably thousands throughout the United 
States, in which working women sacrifice 
their entire lives to support one or both 
aging parents. Such a woman cannot claim 
more than the deduction for herself, plus 
$600 for a dependent (or $1,200 for depend- 
ents if she supports both parents). It seems 
that these women are being discriminated 
against for their self-sacrifice. 


James HarLANn CLEVELAND 
CINCINNATI 





FAMOUS LAST WORDS 


The legislators in Nevada felt called upon to make a public apology regarding 


their new Motor Vehicle Safety-Responsibility Act just passed. 


contains their apology: 


Section 20 


“The legislature hereby declares that it would have 


passed the remaining parts of this act if it had known that such part or parts 
thereof would be declared unconstitutional.” 
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Commissioner v. Sansome 


Earned Surplus Without a 
Corporation? 


Tax Classics e e by Robert S. Holzman 


rae TELL! I’ve often seen a cat without 

a grin,’ thought Alice; ‘but a grin 
without a cat! It’s the most curious thing 
I ever saw in all my life.” * When Alice 
grows old enough to visit the wonderland 
of taxation, however, she will see things 
that are “curiouser and curiouser.” And 
she may muse, “I’ve often seen a corporation 
without earned surplus; but earned surplus 
without a corporation!” Then the Com- 
missioner of Internal Revenue will merely 
look down from his lofty perch and grin 
like a Cheshire cat. 


Frederick A. Sansome purchased shares 
of the Poidebard Silk Manufacturing Com- 
pany. Subsequently, the Poidebard Silk 
Products Corporation was formed so that 
business could be carried on in rayon and 
other products not authorized by the char- 
ter of the Silk Manufacturing Company. 
The old company transferred all of its 
assets to the new corporation, the latter 
issuing its shares to the old company’s 
stockholders without change in the propor- 
tion of their holdings. The old company 
was dissolved. Despite its more generous 
charter, the new company could not make 
a profit; it, too, was dissolved. Mr. San- 
some did not report the new company’s 
liquidating distributions as income, and 
applied them against the cost of his stock. 
No, no, said the Commissioner. They are 
taxable; they are payments from corporate 
earnings. Look again, retorted Sansome, 
for this company never had any earnings. 
But the predecessor did, the Commissioner 
persisted, and those earnings actually ex- 
ceeded the new company’s distribution. 


Judge Learned Hand rendered the opin- 
ion of the Second Circuit Court of Appeals’ 
on July 26, 1932. 





1 Lewis Carroll, Alice in Wonderland, Chap- 
ter 6. ; 


2 [3 ustc {§ 978] 60 F. (2d) 931. 
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Adjunct Associate Professor, New York University Graduate School of Business Administration 





“When Sansome bought the old shares, 
the profits had indeed been already earned; 
yet he might be taxed upon ordinary 
dividends paid out of them. . . . He 
could not successfully assert that such divi- 
dends must be computed as part of his gain 
on the transaction, but must be content with 
a corresponding allowance when he sold. 
If so, Congress might insist that a dividend 
in liquidation should be treated like any 
other, for while this may violate ordinary 
usage, once we conceive as income of the 
change from undivided profits to an im- 
mediately available dividend, the rest fol- 
lows. The taxpayer gets his quid pro quo 
in the closing transaction. Though it is 
a chance whether the final resultant will 
be favorable or not, the dice are not loaded 
against him. Thus, there was income to tax 
as much as though the company continued its 
life; and it was not an unfair method. 


se] T SEEMS to us that section 202 (c): (2) 
. . . Should be read as a gloss upon sec- 
tion 201. That section provides for cases 
of corporate reorganization which shall not 
result in any ‘gain or loss’ to the shareholder 
participating in them, and it defines them 
with some particularity. He must wait until 
he has disposed of the new shares, and use 
his original cost as the base to subtract from 
what he gets upon the sale. Such a change 
in the form of the shares is ‘an exchange of 
property’, not a sale or other disposition of 
them. Section 201 was passed, in some 
measure at least, to fix what should come 
into the computation of gain or loss; it 
allowed all payments except those cut out 
by subdivision c. It appears to us extremely 
unlikely that what was not recognized as a 
sale or disposing for the purpose of fixing 
gain or loss, should be recognized as chang- 
ing accumulated profits into capital in a 
section which so far overlapped the later. 
That in substance declared that some cor- 
porate transactions should not break the 
continuity of the corporate life, a trouble- 
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some question that the courts had beclouded 
by recourse to such vague alternatives as 
form and substance, anodynes for the pains 
of reasoning. The effort was at least to 
narrow the limits of judicial inspiration, and 
we cannot think that the same issue was 
left at large in the earlier section. Hence 
we hold that a corporate reorganization 
which results in no gain or loss under sec- 
tion 202 (c) (2) does not toll the 
company’s life as continued venture under 
section 201, and that what were earnings 
or profits of the original, or subsidiary, 
company remain, for purposes of distri- 
bution, earnings or profits of the successor, 
or parent, in liquidation.” 


NLIKE the preceding sixteen “Tax 

Classics,” the Sansome case does not 
have a Supreme Court citation; neverthe- 
less, upon the Supreme Court’s denial of 
certiorari on December 19, 1932, “this case 
became the precedent for what is now known 
as the Sansome Rule in earnings and prof- 
its.”* The decision has had the highest 
possible acceptance. “The doctrine is now 
taken for granted.”* “. this is known 
as the ‘Sansome rule’ from the case of that 
name”” ©. the doctrine of the Com- 
missioner of Internal Revenue v. Sansome has 
been consistently followed. There are no 
cases to the contrary.”* The Supreme 
Court has accepted it, and Mr. Justice 
Black declared: “In Sansome v. Commis- 
sioner it was held that implicit in 
the tax exemption of reorganization distri- 
butions was the understanding that the 
earnings and profits so exempt were ac- 
quired by the new corporation and were 
taxable as income to stockholders when sub- 
sequently distributed. Congress has re- 
peatedly expressed its approval of the 
so-called Sansome rule as a correct interpre- 
tation of the purpose of the tax laws cov- 
ering reorganizations. And Congress has 
apparently been satisfied with Treasury 
Regulations which follow the Sansome 
doctrine.” * 


Congress, in enacting Section 12(h) of 
the Revenue Bill of 1936, said, with refer- 


3 Edwin S. Reno, ‘‘Earnings and Profits,’’ 
The Journal of Accountancy, September, 1945, 
p. 212. 

Harry J. Rudick, ‘‘ ‘Dividends’ and ‘Earn- 
ings or Profits’ Under the Income Tax Law: 
Corporate Non-Liquidating Distributions,’’ Uni- 
versity of Pennsylvania Law Review, May, 1941, 
p. 895 (footnote). 

5 Joyce Stanley and Richard Kilcullen, The 
Federal Income Tax (Clark Boardman Com- 
pany, Ltd., 1948), p. 208. 

®Cranson v. U. 8S. [45-1 ustc f 9152], 146 F. 
(2d) 871 (CCA-9, 1945). 
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ence to the effect on earnings and profits 
of distributions of stock: “This rule is 
stated only in part in prior acts, but 
is the rule which is applied by the Treasury 
and supported by the courts in Commissioner 
v. Sansome.”* And later, in providing for 
elimination of duplications in the computa- 
tion of equity invested capital, it explained: 
“This provision enables the provisions of 
section 718(b)(3) to be expanded so as to 
cover all situations in which, under the doc- 
trine of Commissioner v. Sansome, . . . the 
earnings and profits of one corporation be- 
come the earnings and profits of another.” ® 


HE DOCTRINE applies only to earnings 
acquired by a corporation in a tax-free 
reorganization. “The case of Commissioner 
v. Sansome is not to the contrary. 
Here [however] no reorganization 

was involved.” Thus, if “the distribution is 
taxable, it constitutes a dimunition 

of the earnings and profits of the 
distributing corporation without the neces- 
sity of assuming that any earnings and prof- 
its of the distributing corporation are carried 
over with the transferred assets. We 
conclude that in the situation before us the 
rule of Commissioner v. Sansome does not 
need to be applied.” It is not necessary 
that the acquired company be a domestic 
corporation. “It is true that the instant case 
differs from the Sansome case in that [the 
acquired company] is a foreign corporation. 
[But] Congress has, we _ think, 
regarded the transferee corporation as con- 
tinuing the venture upon which the trans- 
feror corporation had previously embarked.” ” 


Even when there is a tax-free reorgani- 
zation, if new capital and new stockholders 
are introduced, the pre-reorganization earn- 
ings of the predecessor will not be taken 
into account in appraising the nature of the 
successor’s subsequent distributions. “The 
identity of proprietary interest which ex- 
isted in the Sansome case and motivated the 
court to disregard the corporate entities and 


™ Commissioner v. Munter [47-1 ustc { 9241], 
331 U. S. 210 (1947). 

8 Report of the Committee on Finance, 74th 
Congress, 2d Session, Senate Report No. 2156, 
p. 19. 

® Report of the Conference Committee, 76th 
Congress, 3d Session, House Report No. 3102, 
p. 49. And see Jacquin D. Bierman, ‘“The Treat- 
ment of Sansome Earnings and Profits for 
Equity-Invested Capital Purposes,’’ The Journal 
of Accountancy, October, 1946, p. 317. 

10 Commissioner v. McKinney [37-1 ustc J 9066], 
87 F. (2d) 811 (CCA-10, 1937). 

1 Samuel L. Slover [CCH Dec. 15,119], 6 TC 
884 (1946). 

12 Georday Enterprises, Ltd. v. Commissioner 
[42-1 ustc {| 9343], 126 F. (2d) 384 (CCA-4, 1942). 
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treat the earnings of the predecessor corpo- 
ration as though they were earnings of the 
successor corporation is, therefore, com- 
pletely lacking. We think that for this 
reason alone the doctrine of the Sansome 
case, which by judicial construction oper- 
ates to transfer earnings from the corpora- 
tion which earned them to its successor in 
reorganization, is inapplicable. . . . We 
cannot accede to such an extension of the 
Sansome doctrine because it involves 
the contradictory concept of a corporation 
buying profits with money contributed by 
new stockholders, whereas profits by their 
very nature must be realized from other 
transactions and may not themselves be 
acquired by purchase.” * 


In a tax-free reorganization, an existing 
corporation transferred about thirty-five per 
cent of its assets to a new corporation in 
exchange for the latter’s securities. The 
Commissioner claimed that the original 
company’s earned surplus ratably followed 
the assets. Hence, thirty-five per cent of 
the original company’s surplus was available 
for taxable distribution on the part of the 
new company. The court agreed, relying 
“upon the principle first enunciated in the 
now well-known Sansome case . . . that 
accumulated earnings and profits of a trans- 
feror corporation follow its assets into the 
hands of a transferee on a tax-free reorgani- 


zation, so as to be available for dividend 
distribution.” * 


HE Sansome doctrine has invaded even 

the domain of Section 102, for in ap- 
praising the reasonableness of surplus, the 
court will regard the acquired earnings of 
predecessors. ‘Petitioner then took over all 
the assets and assumed all of its 
liabilities, whereupon [the acquired com- 
pany] was dissolved. . . . The... ac- 
cumulated gains and profits were taken over 
by petitioner and thus became available 
for distribution by petitioner. Commissioner 
v. Sansome.” Stock dividends will not bury 
the rationale of the Sansome doctrine. “A 
stock dividend which is not taxable does 
not operate to diminish corporate earnings 
for the purpose of determining the taxability 
of subsequent distributions. . . . The 
amount of earnings remained a part 
of the earnings and profits of [the original 
company] to the time of liquidation. Upon 





13 Campbell v. U. S. [44-2 ustc J 9438], 144 F. 
(2d) 177 (CCA-3, 1944). 

14 Stella K. Mandel [CCH Dec. 14,732], 5 TC 
684 (1945). 

15 Stanton Corporation [CCH Dec. 11,745], 44 
BTA 56 (1941); aff’d [43-1 ustc { 9625] 138 F. 
(2d) 512 (CCA-2, 1943). 


Tax Classics 


liquidation, these earnings and profits be- 
come the earnings and profits of the parent 

corporation.” * And a pro-rata re- 
demption of preferred stock will be simi- 
larly viewed. “. there was at the time 
no surplus available for distribution. This, 
however, was due to an earlier recapitaliza- 
tion of earnings, which took the form of a 
reorganization of a predecessor company, 
‘the effect’ of which, as petitioners observe 
in their brief, ‘is recognized to be the same’ 
as a stock dividend. And see Commissioner 
v. Sansome.”™ Surplus, then, means one 
thing for balance-sheet purposes and quite 
another thing for taxable distribution pur- 
poses. (“‘When J use the word,’ Humpty 
Dumpty said in rather a scornful tone, ‘it 
means just what I choose ‘it to mean— 
neither more nor less.’ ”’”*) 


UPPOSE the acquired corporation has a 

deficit. May this be inherited? “It is 
urged upon us that the deficits of the sub- 
sidiaries should be subtracted from the 
earnings and profits of the parent in order 
to make the tax consequences of the liqui- 
dation correspond with corporate account- 
ing practice. The answer is brief. The 
Sansome rule itself, as applied to earnings 
and profits, has never been thought to be 
controlled by ordinary corporate accounting 
concepts; its uniform effect is to treat for 
tax purposes as earnings or profits assets 
which are properly considered capital for 
many if not most corporate purposes, and 
it has long been a commonplace of tax law 
that similar divergencies often occur.” ” 


The concept may conform to logic, although 
it jars with the “sciences” upon which tax- 
ation allegedly is based. “. the rule of 
the Sansome case is equally at war with 
corporate law and accounting.” And Mr. 
Justice Jackson has noted: “But ‘earnings 
and profits’ in the tax sense, although it does 
not correspond exactly to taxable income, 
does not necessarily follow corporate ac- 
counting concepts, either. Congress has de- 
termined that in certain types of transactions 
the economic changes are not definitive 
enough to be given tax consequences, and 
has clearly provided that gains and losses 
on such transactions shall not be recog- 





16 Robinette v. Commissioner [45-1 ustc {| 9228], 
148 F. (2d) 513 (CCA-9, 1945). 

uA, HE. Levit (CCH Dec. 11,721], 43 BTA 1077 
(1941). 

18 Lewis Carroll, Through the Looking Glass, 
Chapter 11. 

19 Commissioner v. Phipps [49-1 ustc { 9204], 
No. 83 (S. Ct., 1949); rev’g [48-1 ustc {] 9206], 
167 F. (2d) 117 (CCA-10, 1948). 

20 Campbell v, U. S., supra. 
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nized for income-tax liability but shall be 
taken account of later. It is sensible 
to carry through the theory in determining 
the tax effect of such transactions on earn- 
ings and profits. Compare Commissioner 
v. Sansome,” * 


ONSEQUENTLY, “it is evident that 

every corporation shall investigate fully 
the historical background of its earnings and 
profits. In this manner, the tax- 
payer may discover that he possesses a 
powerful but heretofore unrecognized ally 
in the Sansome rule.”* And it is very im- 
portant for stockholders to know the true 
source of a distribution. “Under the 


21 Commissioner Vv. Wheeler [45-1 ustc { 9235], 
324 U. S. 524 (1945). 

22Thomas J. Green, ‘‘Recent Trends Under 
the Sansome Rule,’’ Proceedings of the New 
York University Sixth Annual Institute on Fed- 
eral Taxation (Matthew Bender & Company, 
Inc., 1948), p. 344. 





Sansome rule, earnings or profits which pass 
to a successor company are taxable as divi- 
dends on subsequent distribution. It does 
not matter who received them.”* Nor does 
it matter what the distributing corporation’s 
balance sheet shows. “The petitioner alleged 
in his petition that the amount received by 
him from the corporation was a return of 
capital since the corporation had no earn- 
ings or profits’; but the court, with the 
Commissioner’s gracious assistance, found 
that there were predecessor earnings which 
subsequently had been reclassified into an- 
other account.™ As Alice said to the Ches- 
shire cat, “I wish you wouldn’t keep appearing 
and vanishing so suddenly; you make one 
quite giddy.” * 


23 Putnam v. U. S., 
(2d) 721 (CCA-1, 1945). 


*% Herbert H. Salinger [CCH Dec. 16,369(M)], 
7 TCM 241 (1948). 
25 Alice in Wonderland, supra. 


[45-1 ustc ] 9319], 149 F. 





ESTATE AND GIFT TAX REGULATIONS—Continued from page 438 





duction must be coped with in every case. 
It must be remembered, however, that 
while the marital deduction is complicated 
and difficult, it does constitute a ‘“deduc- 
tion” under the federal estate and gift 
taxes, and therefore is of benefit to the 
taxpayer if he can figure it out and take 
advantage of it. 


This discussion of the Regulations would 
not be complete without some glance ahead. 





involves many years of discussion between 
taxpayers and their life underwriters, ac- 
countants, trust officers and attorneys. 
There is bound to be litigation in all of the 
federal courts, with the answers not clear 
until the question has gone to the Supreme 
Court—and, we might add, perhaps not 
clear even after that. Certainly the Regu- 
lations will be amended many times. Even 
so, as “proposed” they represent an excel- 


What we can look forward to certainly lent job. [The End] 


a ae 


SUPREME COURT ACTION 


The Supreme Court has denied certiorari in the Adda case (49-1 ustc 
{ 9109). Therein a nonresident alien was held taxable on the income from 
United States commodity exchanges carried on by a resident, who was given 
full authority and discretion in such transactions. 

Certiorari has been applied for in the following cases: 


Glover (49-1 ustc 
| 9130), wherein it was held that under the local law a provision for add- 
ing unused income to corpus did not preclude distribution of such income; 


Anderson (495 CCH {§ 9037), in which an executrix’ check was held to be 
income for the year of receipt, even though not deposited until a subsequent 
year when the greater portion thereof was disallowed as an expense for estate 
tax purposes ; Kohinoor (49-1 ustc § 9114), wherein a depletion deduction was 
disallowed in corinection with the removal of coal from a culm bank under a 
lease conferring rights to carry on only surface operations; Hugh Smith Inc. 
(49-1 ustc § 9196), wherein Section 45 income allocation between a licensee- 
personal-holding-company and its principal stockholder was sustained, and 
several issues with respect to personal holding companies were decided. 
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Books... 


Directing the Director 


What Every Corporation Director Should 
Know. Percival E. Jackson. William-Fred- 
erick Press, 313 West 35th Street, New 
York 1, New York. 198 pages. $3.50. 

A director is expected to fill a two-fold 
job, at least in the eyes of the law. He is 
expected to be one of the board of managers 
of the corporate enterprise and he is ex- 
pected to be a trustee—a fiduciary—for its 
stockholders. The two phases of the job 
are concurrent. Many men serving in the 
capacity of director do not realize thetr 
legal responsibility. Although many read- 
ers may be inclined to laugh this statement 
off, with a little concentration on it they will 
change their minds. This lack of full com- 
prehension of their directorial duties is so 
common because of the method of selecting 
directors. The selection is done by man- 
agement. 

There are two kinds of management, says 
the author, venal management, which is the 
rare exception, and venial, the more com- 
mon—venial, that is, through ignorance, 
egotism, habit, shortsightedness, expediency 
and many other reasons. 


The very essence of the director’s job is 
contained in the legal definition of the word 
“fiduciary,” and what it all boils down to 
is this: “A director need not bring any spe- 
cial qualifications or abilities to his task but, 
upon taking on his job, he must (1) give it 
reasonably diligent attention, (2) bring to 
bear on it a fair degree of such skill and 
judgment as he possesses and would devote 
to his own affairs, and (3) be honest.” 


This book, then, not only gives to direc- 
tors, newly elected or with more seasoned 
experience, a review of the legal duties 
devolving upon the job, but an orientation 
in the underlying philosophy of this man- 
agement practice. It is written for the im- 
patient executive, and not designed to be 
read from cover to cover and then left to 
repose on a shelf. Its reference character 


Books ... Articles 





. . Articles 









is its chief value. The need for this book 
is attested by evidence of growing stock- 
holder resentment of perfunctory and lacka- 
daisical corporate management, and growing 
corporate recognition of the need for better 
stockholder relations. 


Facts and Figures 


The Economic Almanac for 1949. National 
Industrial Conference Board, 247 Park Ave- 
nue, New York 17, New York. 560 pages. 
Cloth, $5; Paper, $4. 


There are many business hours lost by 
executives who scratch around looking for 
a few business facts, even such elementary 
facts as population figures and the amount 
of savings of individuals, and the more diffi- 
cult facts of private capital formations. For 
that reason a handbook containing these 
and thousands more such statistics is a boon 
to any executive’s business library. This 
little handbook of business and government 
facts is the handiest collection of statistical 
matter this reviewer has ever seen. 


Divided into twenty-four sections, it cov- 
ers such fields of knowledge and facts as 
population, prices, public debt, national income, 
the standard of living and private and public 
finance, both domestic and foreign. 


One table shows the individual federal 
tax rates since the Revenue Act of 1913 
through those imposed by the Revenue Act 
of 1948. Other information includes the 
average age of trucks in the United States, 
new private construction activity since 1915, 
farm value of the major classes of livestock, 
the production of the principal crops since 
1900, savings and private capital formation 
1929-1947, the cost of radio advertising com- 
pared with that of magazine advertising, the 
number of beds in hospitals in each state 
and each state’s number of doctors. 

The publisher, The National Industrial 
Conference Board, is an institution for scien- 
tific research, practical service and public in- 
formation in connection with management 
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problems. This handbook of useful facts is 
one of its publications which the taxman 
and the businessman can often use. 


For Executives 


Taxation—A Management Problem. Sec- 
tion VII, Book 6 of Reading Course in Exec- 
utive Technique. John W. Oliver. Funk and 
Wagnall Company. $1. 

The entire reading course in Executive 
Technique covers eight sections, each section 
being devoted to some phase of the exec- 
utive’s problems and functions. Taxation 
is the sixth book in the general section deal- 
ing with the financial and general office man- 
agement problems of the business executive. 


Why taxation is a problem of manage- 
ment is answered by the statement that 
government is both a competitor and a part- 
ner of business—it is a competitor in the 
sense that government through high taxes 
forces other customers to buy more gov- 
ernment and less of the businessman’s 
products, and government is a partner of 
course in the sense that it shares in the 
gross profits of the enterprise. 


A more practical problem, though, is that 
it is not always practical for the business- 
man to have his tax specialist present on 
all occasions of business decisions. Conse- 
quently, this business executive must know 
enough about the ordinary phases of taxes 
to judge for himself on some occasions or 
to recognize why, where, and when he must 
seek the assistance of his tax consultant. 

The booklet points up the tax problem 
without attempting to analyze it as it would 
be done in an article in this magazine, 
which is of course not a criticism of the 
manner of treatment of the subject. For 
example, there is discussion of the tax benefit 
rule, the imposition of surtax because of the 
retention of earnings, etc. This discussion 
at least warns the executive of the existence 
of a tax problem that must be considered. 
How deeply he need go into it is, of course, 
something to be decided between him and 
his tax counsel. 

The book is not limited in its scope to 
federal tax problems, for it takes into con- 
sideration the state and the local pictures. 
It closes with a chapter on the setting up 
of a tax department within the business. 


United Kingdom 


Annotated Copy of the Finance Act, 1948. 
Institute of Taxation, Cliffords Inn, London, 
E. C. 4, England. Price not given. 
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This booklet covers the income tax, surtax, 
excess profits tax and profits tax provisions 
of Britain. 


Insurance and Taxes 


Business Life Insurance. Albert Hirst. 
State Farm Life Insurance Company, Bloom- 
ington, Illinois. 165 pages. 

This is a very unusual book from several 
standpoints. It is designed primarily as a 
selling aid for the agents of the State Farm 
Life Insurance Company of Bloomington, 
Illinois, yet it is technical enough to give 
the lawyer and the accountant information 
on the use of life insurance in business plan- 
ning as well as estate planning. 


Since these subjects require some knowl- 
edge of law and taxes, the life insurance 
agent is urged to take up such problems 
with lawyers and accountants. As the author 
puts it, referring to the National Statement 
of Principles of Cooperation Between Life 
Underwriters and Lawyers, issued by the 
National Conference of Lawyers and Life 
Underwriters, “To us, the basic idea of the 
National Statement and its guiding prin- 
ciples for both lawyers and life underwriters 
is this—do nothing that doés not serve the 
interests of your clients [for] in the 
National Statement the lawyers did recognize 
life underwriting as a new profession. . . .” 


Certain chapters of the book discuss the use 
of insurance in stock purchase agreements and 
partnerships ; and these and other chapters are 
well illustrated with forms that may be used 
as a guide in drawing the agreements (by the 
lawyer) to carry out the purpose of the pur- 
chase of the insurance. 

Insurance, too, has its tax angles, and this 
book recognizes the need for knowledge of 
this subject. It is up to date with a pocket 
supplement covering the provisions of the 
Revenue Act of 1948 that are affected by, and 
affect, insurance purchase and use in business. 


The author says that he expects the com- 
munity splitting of income and property be- 
tween the husband and wife to be a permanent 
feature of the law because of the attempts 
of the states before the passage of the Reve- 
nue Act of 1948 to enact their own com- 
munity-property type laws for the purpose 
of securing for their citizens the tax advan- 
tage then accruing only to residents of the 
traditional community-property states. “Thus 
while Congress may be expected from time to 
time to enact some clarifying amendments, we 
expect the recognition of the family unit to 
be a permanent feature of the tax laws.” 


An unusual feature of the book is that 
it will be offered to any attorney who 
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writes the company requesting that he be 
sent a copy. It is 9 x 11% inches in size 
and has a hard binding. 


Don Quixote 
and the Sesquipedalian 


When Rudolph Flesch donned his armor 
and journeyed to the lowlands of Washing- 
ton to tilt with the lawyers of the OPA and 
the WPB, who were devoting their days to 
regulating the wartime economy through 
words and phrases, which were puzzles to 
businessmen (and they were in no mood for 
puzzles), he did a pretty good job of show- 
ing the lawyers a thing or two about writing 
understandably, although probably few of 
them would admit it; and while there, he 
gathered much material to substantiate the 
raison d’étre of his book, Plain Talk (this 
sentence violates Fleschian technique). 

The Stanford Law Review measured some 
of the work of its first issue by the Flesch 
formula. It found that it rated difficult. 
Eastern contemporary publications rated 
very difficult by the same test. 

Obviously, legal periodicals—and we in- 
clude TAXEs in that category—cannot fol- 
low the Plain Talk idea wholeheartedly. 
But the theory should be applied by all 
editors as the cold-water shock which will 
make writing tingle with interest and, by the 
Flesch formula, rate at least less difficult. 
What we have been searching for—and maybe 






Michigan.—Act 24 defines the term 
“homestead,” for exemption purposes, as 
any dwelling owned and occupied solely 
as a home by the owner thereof. 


Minnesota.—Chapter 269 provides for 
the payment of delinquent personal prop- 
erty and money and credits taxes, levied 
prior to those levied for the year 1947, 
without penalty if such payment is made 
prior to December 1, 1950. 


Nevada.—Chapter 250 sets the state 
property tax rate for 1949 and 1950 at 
sixty-five cents on each $100 of taxable 
property. 


New York.—Chapter 551. abolishes 
writs of certiorari for review of tax 
assessments and prescribes proceedings 
in the Supreme Court by petition to review. 


Books . 





. . Articles 





NEW STATE PROPERTY TAX LAWS 


Stanford is after the same thing—is interest 
and readability. But at the same time we 
are seeking a reputation of analytical think- 
ing, accuracy and wealth of information. 

The Stanford formula, as stated on the 
“President’s Page” of the November is- 
sue, is: “Can a lawyer who has no special 
familiarity with the subject matter under- 
stand it at one reading?” 


In the matter of titles, the editors of the 
Stanford Law Review have made a good 
beginning. Look at these: “California’s Con- 
stitutional Amendomania”; “Murders, Mad- 
men, and Mores”; “Who Owns the Clouds?” 
The first-named article discusses the fact 
that in the seventy years of its existence 439 
amendments to the California constitution 
have been proposed, 362 have been placed 
before the electorate and 246 have been rati- 
fied. The second deals with the execution 
of a sentence of death upon an insane per- 
son. The third is concerned with the liability 
of the rainmaker for any damages resulting 
from artificially induced rain. 


But compare Stanford’s titles with “Jus- 
tice Johnson: Jurist in Limine: Dissent 
and the Judging Faculty,” and with this 
one: “Some Current Problems in the Regu- 
lation of Cosmetics Under the Federal Food, 
Drug and Cosmetic Act.” The latter titles 
may be a little easier for the indexer, but 
they leave the reader as unintrigued as a 
husband in a millinery store. The Stanford 
articles are no less valuable legal material 
because of their more appealing titles. 


North Carolina—H. B. 142 allows a 
deduction of the amount of any unpaid 
loan or advance granted by the United 
States Government or any of its agencies 
or any cooperative or marketing associa- 
tion or corporation in determining the 
tax value of any farm products held by 
or for any agency or cooperative, stabili- 
zation or marketing association to whom 
the products have been assigned by the 
original purchaser for the purpose of sale. 


Tennessee.—Chapter 90 repeals the 
provision which levied an annual tax of 
eight cents per $100 of property valuation 
for improving the schools of the state, 
and abolishes the state ad valorem tax 
on property. 







































































































































Administrative ..- 


APPELLATE AND OTHER COURTS 


Estate tax: Deficiency notice mailed to 
address shown on return: Adequacy of 
notice of change of address.—An estate tax 
deficiency notice was properly mailed to 
the address shown in the preliminary notice 
and return filed by the executrix. Although 
the executrix had changed her address to 
another state, and used the new address in 
subsequent personal income tax returns and 
in correspondence and documents concern- 
ing the estate tax liability and a gift tax 
liability, the Commissioner was considered 
to have received insufficient notice of the 
change of address for estate tax purposes.— 
CA-2. Estate of Henry W. Clark, Alleyne 
Clark, Executrix, Petitioner v. Commissioner 
of Internal Revenue, Respondent, 49-1 ustc 
q 10,714. 


Estate tax: Transfer of business interest 
to sons: Power to change beneficial inter- 
ests: Consideration.—In order to satisfy 
demands of his sons, the decedent created 
a trust for their benefit and the benefit of 
their issue. The trust consisted of the de- 
cedent’s shares in a close corporation, for 
which the sons worked. They had been 
dissatisfied with their compensation and 
had been afraid that they would not receive 
his share of the business after his death. 
The trust income was made payable to the 
sons or to their issue. Upon the death of 
both sons, the principal was distributable 
to their issue, or to the distributees of the 
decedent. The decedent, as trustee, retained 
the power to make withdrawals from prin- 
cipal for the benefit of any of the benefi- 
ciaries. He could also terminate the trust 
at any time and pay the principal to the 
income beneficiaries. In addition, he could 
determine whether money or property com- 
ing into his possession should be treated 
as principal or income, and whether ex- 
penses or losses should be charged against 
principal or income. The decedent reported 
the transfer as a gift. He died in 1943. 
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It was held that the transfer had not been 
made for a bona fide consideration, as there 
was no evidence of a bargain that the sons 
would continue to work for the business. 
The transfer was held taxable because of 
the decedent’s reservation of a power to 
change beneficial interests—CA-2. Estate 
of Henry J. Mollenberg, Harold J. Mollen- 
berg and Richard H. Mollenberg, Executors, 
Petitioners v. Commissioner of Internal Reve- 
nue, Respondent, 49-1 ustc § 10,715. 


Estate tax: Attorneys’ fees and expenses 
incurred in prior refund suit: Judgment 
as res judicata to allowance.—The dece- 
dent’s representative filed a claim for re- 
fund on account of an alleged overpayment of 
estate tax. The claim was denied, and upon 
trial of the issue a judgment for the represen- 
tative was entered. After termination of this 
litigation and payment of the resulting judg- 
ment, the representative filed a second claim 
for refund on account of additional attorneys’ 
fees and administration expenses incurred 
in the prior litigation. Upon denial of the 
second claim, a second suit based thereon 
was brought. The judgment entered in the 
prior suit was held res judicata as to the 
allowance of such additional fees and ex- 
penses. Although the exact amount of the 
additional fees and expenses could not have 
been determined prior to entrance of the 
judgment in the first action, it could have 
been reasonably approximated and allowed, 
subject to final adjustment. The judgment 
in the first action determined the amount 
of estate tax due, and all pertinent deduc- 
tions should have been presented for con- 
sideration. Cleveland v. Higgins, 45-1 ustc 
7 10,196, 148 F. (2d) 722, followed.—DC 
Kas. Anna Martin, Sole Executrix of the 
Last Will of Rosa Baumstark, Deceased, 
Plaintiff v. Lynn R. Brodrick, Defendant, 49-1 
ustc § 10,713. 


STATE COURTS 


Documentary stamp tax: Leases.— Where 
the terms of leases involve considerations 
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passing to lessors which are the lessees’ 
promises to pay rent in the future, a future 
payment for a future use, rent to be paid in 
the future is not a debt until it becomes either 
due or owing, and, when the leases are ex- 
ecuted, no rent is either due or owing. 
Where taxes are to be levied according to 
a monetary consideration, the law contem- 
plates that such tax should be confined to 
the actual consideration or to a considera- 
tion which has a reasonably determinable 
pecuniary value. The sole consideration 
passing to the lessees for the leases is an 
executory consideration. Therefore, such 
leases are not taxable under Section 201.05, 
Florida Statutes, 1941, which concerns deeds 
and other instruments relating to lands.— 
Fla. DeVore v. Gay, CCH Frorma Tax 
Reports { 64-005. 


Income tax: Deduction of loss.—Land 
and a bank building owned and occupied 
by a bank, later rented to another bank and 
finally sold at a loss is property used in 
the trade or business of the bank rather than 
a capital asset. Under the state income tax 
law, allowing deductions which are allow- 
able under the federal law applicable to the 
year involved, the loss is deductible since 
the federal law for that year excluded real 
estate used in the trade or business from 
capital assets and allowed deduction of 
losses on such property. A deduction for 
loss on foreclosed property is likewise allow- 
able—Mass. Springfield National Bank v. 
Commissioner of Corporations and Taxation. 


Property taxes: Intangibles: Advance 
payments as current payables and receiv- 
ables: Refunds.—Where advance payments 
are made by a buyer upon the purchase 
price of engines under construction but not 
completed, and where the purpose of the 
advance payments is to furnish working 
capital to the seller-manufacturer in order 
to facilitate the progress and efficiency of 
the manufacture, which advance payments 
are to be liquidated by the production of 
the engines, such advance payments may 
not be listed by the manufacturer as cur- 
rent accounts payable, under Section 5327, 
Ohio General Code, even though the buyer 
has the right to cancel the contract for the 
manufacture of engines, without default on 
the part of the manufacturer, and receive 
back the unliquidated portions of the ad- 
vance payments. 


Where, in the above situation, the manu- 
facturer has made advance payments to his 
subcontractors under terms and arrangements 
similar to those by which he received ad- 
vance payments from his buyer, a decision 


Interpretations 





by the Board of Tax Appeals that the un- 
liquidated portions of such advance payments 
by the manufacturer to his subcontractors 
constitute current accounts receivable, un- 
der Section 5327, Ohio General Code, is 
unreasonable and unlawful. 


Where a taxpayer has voluntarily made 
a tax return upon inventory and has paid 
the tax thereon withcut having made any 
protest that the return was inaccurate, or 
without having filed any claim under Sec- 
tion 5389, Ohio General Code, and where 
the goods involved in such return are not 
fungible goods, and where no claim is made 
for more than two years that any part of 
the goods belonged to any one other than 
the taxpayer, and no such claim is made 
until the taxpayer has been assessed for 
credits omitted from his return, it is not 
unreasonable or unlawful for the Tax Com- 
missioner to deny the taxpayer a refund 
of a part of the taxes paid, upon the ground 
that another had title to a part of the in- 
ventory returned, which part it was impos- 
sible to separate physically from the part 
admittedly belonging to the taxpayer.— 
Ohio. Wright Aeronautical Corporation v. 
Glander, 2 CCH State Tax CAsEs REPORTS 
q 250-027. 


Public utilities: Interstate commerce: 
Motor carriers’ gross receipts tax.—A mo- 
tor carrier which transports gasoline to 
points within Tennessee from storage tanks 
located in the state where the gasoline is 
received from outside the state by the con- 
signee is not exempt from the payment of 
a gross receipts tax on the grounds that the 
proceeds are derived from operation in in- 
terstate commerce. The gasoline comes to 
rest in the state when it is placed in the 
storage tanks, and it no longer moves in 
interstate commerce.—Tenn, Buchanan et al., 
d. b. a. B. & B. Transportation Company v. 
Carson, 2 CCH State Tax Cases REPORTS 
q 250-028. 


Gift tax: Release of management rights 
and power to revoke with another: Com- 
pleted gifts—In 1931, the donor transferred 
shares of stock in trust for the benefit of 
his children, in connection with divorce 
proceedings between him and his wife. He 
reserved rights of management over the 
trust property, together with the right to 
income and the power to revoke the trust 
with the consent of his divorced wife. She 
was given a life estate in one third of the 
corpus contingent upon surviving him. In 
1945, donor and his former wife amended 
the trust indenture to release all rights of 
either in the trust. The gift to the children 
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was not complete under the 1931 trust 
agreement; but the release of rights in 1945 
completed the gift, and the transfer, at that 
time became subject to the Wisconsin gift 
tax law.—Wis. Wisconsin Department of 
Taxation, Petitioner v. I. Stanley Stone, 
Philip Louis Stone and Stanley Stone, Jr., 
Respondents, CCH INHERITANCE ESTATE AND 
Girt TAx Reports § 16,400. 


Other Decisions of the Month 


{ After being in military service for a short 
period, the taxpayer was re-employed by his 
former employer on a temporary basis and 
was assigned to several cities, rather than 
to his former residence, as a relief employee. 
The employer reimbursed him for meals and 
lodging expenses. Later the employee was 
assigned to a city on an indefinite or perma- 
nent basis, but was unable to find living 
quarters for his family. His living expenses, 
although away from his permanent home 
and family, were not deductible. The ex- 
penses were incurred at his regular place of 
employment and were personal expenses. 
(Alsbrooks, CCH Dec. 16,866(M).) 


{| Unable to find civil aviation or military 
employment in the United States, the tax- 
payer accepted employment by the Royal 
Air Force Ferry Command, an agency of 
the Canadian Government. During the tax 
period in question, he made eleven visits of 
one to three days in length with friends or 
relatives in the United States, had a part 
interest in a United States business and 
bought and sold another small business. The 
United States District Court determined 
that the pilot was not a “mere transient or 
sojourner” in Canada within the meaning of 
Section 116(a), Internal Revenue Code, as 
amended, and that his Canadian income was 
not taxable. His presence in the United 
States was more casual and transient than 
his presence in Canada, where he had a full- 
time position and living quarters continu- 
ously reserved which contained all his 
belongings. (Yaross v. Kraemer, 49-1 ustc 
{ 9207, DC Conn.) 


{ A petroleum carrier corporation leased 
certain real estate from the taxpayer. The 
lessee was to erect a warehouse and docks 
and agreed to insure the improvements 
against fire at its own expense in the name 
of and payable to the taxpayer. It was 


agreed that in the event of loss, the taxpayer 
would permit the lessee to use the proceeds 
of the policies to replace the destroyed prop- 
erty. Following a fire loss, the lessee elected 
not to replace the improvements and noti- 
fied the taxpayer of its desire to cancel the 
lease. The taxpayer reported the insurance 
proceeds as capital gain. The Commissioner 
determined that the entire amount was tax- 
able as ordinary gain on the ground that the 
insurance proceeds should be regarded as a 
payment to the taxpayer in consideration 
for cancellation of the lease. He thus made a 
distinction between the “legal” ownership 
of the improvements, which rested in the 
taxpayer, and the “beneficial” ownership, 
which vested in the lessee. The Tax Court 
upheld the taxpayer, declaring that the tax- 
payer did not receive the insurance money 
as rent, but as compensation for the loss of 
the improvements which had already be- 
come his property. (Owen Meredith, CCH 
Dec. 16,851, 12 TC —, No. 50.) 


| The taxpayer was a member of the First 
Church of Christ Scientist in which mem- 
bers make no pledges to contribute. The 
Commissioner disallowed certain amounts 
claimed as deductions for church contribu- 
tions and for sales promotion expenses in 
the taxpayer’s business because there were 
no supporting records. The Tax Court 
upheld the Commissioner on the sales promo- 
tion expenses, declaring that without rec- 
ords (and the failure to keep records was 
the taxpayer’s fault) there was no way in 
which it could be determined whether the 
withdrawals were for sales promotion ex- 
penses or were ordinary and necessary 
expenses of carrying on business. Not so 
with the church contributions. The tax- 
payer testified that in 1942 he contributed 
$15 per week, or a total of $780; in 1943 he 
contributed $17 per week for eight weeks 
and $22 for forty-four weeks, or a total of 
$1104; and in 1944 he contributed $22 per 
week for four weeks and $27 per week for 
forty-eight weeks, or a total of $1384. The 
Tax Court held that the taxpayer’s testi- 
mony of the contributions, increasing with 
the prosperity of his business, was sufficient 
to establish the claimed contributions with- 
out supporting records, since the church did 
not require pledges of its members. (Johns- 


ton, CCH Dec. 16,860(M), 8 TCM 198.) 
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State Tax Calendar 








ALABAMA 
june 1 
Automobile dealers’ report due. 
June 10—— 


Alcoholic beverage report and tax of 
public service licensees due. 

Alcoholic beverage report of wholesalers 
and distributors due. 

Automobile dealers’ report due. 

Tobacco stamp and use tax report and 
payment due. 

Tobacco wholesalers’ and jobbers’ report 
due. 


June 15—— 

Carriers’, warehouses’ and transporters’ 
gasoline tax report due. 

Carriers’, warehouses’ and transporters’ 
lubricating oils tax report due. 

Income tax second installment due. 

Motor carriers’ mileage report and tax 
due. 

Oil and gas conservation tax report and 
payment due. 

Oil and gas production tax report and 
payment due. 


June 20—— 

Automobile dealers’ report due. 

Coal and iron ore mining tax report and 
payment due. 

Diesel fuel tax report and payment due. 

Gasoline tax report and payment due. 

Lubricating oils tax report and payment 
due. 

Motor fuel tax report and payment due. 

Sales tax report and payment due. 


ARIZONA 

June 1 

Corporations’ annual registration fee and 
report due. 





June 5 
Alcoholic beverages licensees’ report due. 
First Monday 
* Railroad, telegraph and telephone com- 
panies’ report due. 
June 10—— 
Wholesalers of malt, vinous and _ spir- 
ituous liquors, report and payment due. 
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June 15 
Gross income report and payment due. 
Income tax second installment due. 
Phoenix business privilege tax report and 

payment due. 





June 20—— 
Motor carriers’ report and tax due. 
Use fuel tax report and payment due. 


June 25—— 
Motor vehicle fuel distributors’, whole- 
salers’ and carriers’ report and payment 
due. 


ARKANSAS 
June 10—— 
Alcoholic beverages report due. 
Motor fuel carriers’ report due. 
Statement of purchases of natural re- 
sources due. 


June 20—— 
Gross receipts tax report and payment 
due. 
Use fuel tax report and payment due. 
June 25—— 


Motor fuel tax report and payment due. 
Natural resources severance tax report 
and payment due. 


CALIFORNIA 





June 1 
Common carriers’ distilled spirits tax re- 
port and payment due. 
Gasoline tax report and payment due. 


June 15 
Beer and wine report and tax due. 
Common carriers’ report of alcoholic bev- 

erages imported due. 
Distilled spirits report and tax due. 
Use fuel tax report and payment due. 








June 20 
Motor carriers’ gross receipts report and 
tax due. 
COLORADO 
June 5—— 
Alcoholic beverage manufacturers’ report 
due. 


Motor carriers’ tax due. 






















June 10—— 
Motor carriers’ report due. 


June 14— 
Sales tax report and payment due. 
Use tax report and payment due. 


June 15—— 
Coal mine owners’ report due. 
Coal tonnage tax report due. 
Denver sales tax report and payment due. 


June 25—— 
Diesel fuel tax report and payment due. 
Gasoline tax report and payment due. 


CONNECTICUT 
June 1 
Gasoline tax due. 


June 15—— 
Gasoline tax report due. 
Gasoline use tax report and payment due. 
Railroad and street railway tax semi- 
annual installment due. 


June 20—— 
Alcoholic beverage tax return and pay- 
ment due. 


DELAWARE 
June 1 
Chain store tax report and payment due. 
Express, telegraph and telephone com- 
panies’ report due. 
Manufacturers’ license 
payment due. 
Merchants’ license tax report and payment 
due. 


First Monday 
Steam, gas and electric companies’ tax 
due. 


June 15 
Filling stations’ gasoline tax report due. 
Manufacturers and importers of alcoholic 
beverages, report due. 


June 30—— 
Distributors’. gasoline tax report and pay- 
ment and carriers report due. 


tax report and 


DISTRICT OF COLUMBIA 


June 10—— 

Licensed manufacturers, wholesalers or 
retailers of alcoholic beverages, report 
due. 

Licensed manufacturers and wholesalers 
of beer, report due. 


June 15—— 
Beer tax due. 


June 25—— 


Gasoline tax report and payment due. 
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FLORIDA 
June 1 
Auto transportation companies’ report and 
tax due. 


June 10—— 
Agents’ and wholesalers’ cigarette tax 
report due. 
Manufacturers’ and dealers’ alcoholic bev- 
erages report and tax due. 


June 15—— 

Dealers’, importers’ and carriers’ gasoline 
report due. 

Gasoline use tax and report and gasoline 
nondistributors’ and carriers’ report due. 

Motor vehicle fuel use tax report and 
payment due. 

Transporters’ and carriers’ alcoholic bev- 
erage report due. 


June 25—— 
Gasoline sales tax and storage tax report 
and payment due. 
Oil and gas production tax report and 
payment due. 


GEORGIA 
June 10—— 
Cigar and cigarette wholesale dealers’ re- 
port due. 
Distilled spirits wholesale dealers’ report 
due. 
Motor carriers’ report due. 


June 15—— 
Income tax second installment due. 
Malt beverage tax report due. 


June 20 
Gasoline tax report and payment due. 


IDAHO 
June 1 
Ore severance tax due. 


June 15—— 

Beer dealers’, brewers’ and wholesalers’ 
report due. 

Cigarette wholesalers’ drop shipment re- 
port due. 

Electric power companies’ report and tax 
due. 

Gasoline tax report and payment due. 

Motor carriers’ gross receipts tax quarterly 
installment due. 


June 20—— 


Property tax semiannual installment de- 
linquent. 


June 25—— 
Gasoline dealers’ report and payment due. 
Use fuel tax report and payment due. 
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ILLINOIS 
June 1 
Bank share tax due (last day). 


Personal property tax return and payment 
due (last day). 


Private car lines’ property tax semiannual 
installment due. 


Real property tax semiannual installment 
due. 
June 10—— 


Motor carriers’ mileage tax report and 
payment due. 


June 15—— 
Alcoholic beverage tax report due. 
Cigarette tax return due. 
Public utilities’ tax report and payment 
due. 


Sales tax report and payment due. 


June 20—— 
Gasoline tax report and payment due. 


June 30—— 
Transporters’ gasoline report due. 


INDIANA 
June 1 
Alcoholic vinous beverage tax due. 


June 10—— 
Cigarette distributors’ interstate business 
report due. 


June 15 
Alcoholic vinous beverage tax due. 
Cigarette distributors drop shipment re- 
port due. 
Use fuel tax report and payment due. 


June 20—— 
Bank and trust companies’ intangibles tax 
report due. 
Bank and trust companies’ share tax re- 
port and payment due. 
Building and loan associations’ intangibles 
tax report and payment due. 


June 25—— 
Distributors’ and carriers’ gasoline tax 
report and payment due. 
Fuel dealers’ use fuel tax report and pay- 
ment due. 


IOWA 
First Monday 
Freight line and equipment companies’ 
property tax report due. 


June 10—— 
Carriers’ gasoline tax report and payment 
due. 
Class “A” permittees’ beer tax report and 
payment due. 
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June 20 
Gasoline tax report and payment due. 


June 30—— 
Cigarette distributors’ and wholesalers’ 
license fee due. 


KANSAS 
June 10—— 
Malt beverage report due. 


June 15—— 
Carriers’ gasoline and fuel use tax report 
due. 
Compensating tax report and payment 
due. 
Motor carriers’ gross ton mileage tax re- 
port and payment due. 


June 20—— 
Bank share tax second installment due. 
Property tax second installment due. 
Sales tax report and payment due. 
Use fuel tax report and payment due. 


June 25—— 
Gasoline tax report and payment due. 


KENTUCKY 
June 10—— 
Distilled liquors blenders’ and rectifiers tax 
payment due. 
Refiners’ and importers’ gasoline tax re- 
port due. 


June 15—— 
Alcoholic beverage report due. 
Fuel use tax report and payment due. 
Passenger carriers’ mileage tax due. 
Public utilities’ gross receipts tax report 
and payment due. 


June 20—— 
Cigarette wholesalers’ report due. 
Oil production tax report and payment 
due. 


June 30—— 

Amusement and entertainment report and 
tax due. 

Dealers’ and transporters’ gasoline tax 
report and payment due. 

Domestic and foreign corporations’ annual 
statement of process agent due. 

Foreign corporations’ statement of exist- 
ence due. 

Louisville income tax withholding agents’ 
payment due. 


LOUISIANA 
June 1 
Soft drinks tax report due. 
Tobacco tax report due. 





June 10—— 


Importers’ beer report due. 

Importers’ gasoline tax report due. 
Importers’ kerosene tax report due. 
Importers’ lubricating oils report due. 


June 15—— 

Carriers’ beer report due. 

Carriers’ gasoline tax report due. 

Carriers’ kerosene tax report due. 

Carriers’ lubricating oils report due. 

Foreign corporations having no office in 
Louisiana, income tax return and pay- 
ment due. 

Intoxicating liquor report due. 

Soft drinks tax report due. 

Tobacco tax report due. 


June 20—— 

Beer wholesale 

payment due. 

Fuel use tax report and payment due. 

Gasoline tax report and payment due. 

Kerosene tax report and payment due. 

Lubricating oils tax report and payment 
due. 

New Orleans sales and use tax report and 
payment due. 

Sales and use tax report and payment due. 


dealers’ tax report and 


MAINE 
June 1 
Franchise tax report due. 
Telephone and telegraph companies’ tax 
due. 
June 10 
Malt beverage manufacturers’ and whole- 
salers’ report due. 


June '15—— 
Railroad and street 
ment due. 


June 25—— 
Use fuel tax report and payment due. 


June 30—— 
Gasoline tax report and payment due. 


railroad tax install- 


MARYLAND 
June 10—— 
Admissions tax payment due. 
Beer tax report and payment due. 


June 15—— 
Sales and use tax report and payment due. 


June 30-—— 
Gasoline tax report and payment due. 


Purchasers of cargo lots of motor fuel, 
report due. 
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MASSACHUSETTS 
June 1 . 
Bank net income tax due. 
Insurance Company premiums tax due 
(last day). 
Public utility companies’ tax due. 


June 10—— 


Alcoholic beverage excise tax report and 
payment due. 
Meals excise tax report and payment due. 


June 20—— 
Cigarette tax report and payment due. 


June 30—— 
Motor fuel tax report and payment due. 


MICHIGAN 
June 5—— 


Carriers’ gasoline statement due. 


First Monday: 
Property tax return due (last day). 


June 10—— 
Common and contract carriers’ report and 
fee due. 
June 15—— 
Sales tax report and payment due. 
Use tax report and payment due. 
June 20—— 
Cigarette tax report and payment due. 


Diesel fuel users’ tax report and payment 
due. 


Distributors’ gasoline tax report and pay- 
ment due. 

Fuel sold for use on vessels, tax due. 

Gas and oil severance tax report and pay- 
ment due (last day). 

June 30—— 

Cigarette distributors’ license expires. 

Property vested in Michigan by escheat, 
report due. 


. 


MINNESOTA 
June 1—— 
Annuity income tax due. 
June 10—— 
Wholesalers’, brewers’ and manufactur- 
ers’ alcoholic beverage report due. 
June 14—— 
Iron severance tax due (last day). 
Taconite tax due (last day). 
June 15—— 


Income tax (over $30) second installment 
due. 


Interstate motor carriers’ mileage tax due. 
June 20—— 
Cigarette tax and report due. 
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June 23—— 
Distributors’ gasoline tax report and pay- 
ment due. 


Special use fuel tax report and payment 
due. 


Tractor fuel sellers’ report due. 


June 30—— 
Cigarette distributors’ and sub-jobbers’ li- 
censes expire. 


MISSISSIPPI 


June 1 
Electric light and power, express, pipe 
line, railroad, sleeping car, telegraph and 
telephone companies’ report due. 
June 5—— 
Factories’ report due. 





June 10—— 
Admissions tax report and payment due. 


June 15—— 

Carriers’ gasoline tax report and payment 
due. 

Income tax second installment due. 

Manufacturers, distributors and whole- 
salers of tobacco, report due. 

Retailers, wholesalers and distributors of 
light wine and beer, report due. 

Sales tax report and payment due. 

Timber severance tax report and payment 
due. 

Use fuel tax report and payment due. 

Use tax report and payment due. 


June 20—— 
Gasoline distributors’, refiners’ and proces- 
sors’ report and payment due. 


June 25—— 
Oil severance tax and report due. 





MISSOURI 
June 1 
Bank excise (income) tax report and pay- 
ment due. 


Bank share tax report and payment due. 
Intangibles tax delinquent. 
June 5—— 
Nonintoxicating beer permittees’ report 
due. 
June 10—— 


Oil inspection tax report and payment 
due. 


Receivers of petroleum products, report 
due. 


June 15—— 
Alcoholic beverage sales report due. 


June 25—— 
Use fuel tax report and payment due. 
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June 30—— 
Gasoline distributors’ report and payment 
due. 
Income tax second installment due. 
Kansas City merchant and manufacturer 
license expires. 
St. Louis employers’ quarterly withhold- 
ing tax report and payment due. 
Soft drinks manufacturers’ report and 
payment due. 








MONTANA 
June 1 
Moving picture theater licenses issued and 
tax due. 
June 15—— 


Brewers, wholesalers and transporters of 
beer, tax report and payment due. 
Carriers’ gasoline tax report due. 
Electric companies’ report and tax due. 
Gasoline tax report and payment due. 
Income (corporation license) tax due. 


June 20—— 
Producers, transporters, dealers and re- 
finers of crude petroleum, report due. 





NEBRASKA 
June 10—— 
Cigarette distributors’ report due. 
June 15 


Alcoholic beverage manufacturers’ and 
wholesale distributors’ report due. 
Carriers’ gasoline tax report due. 


Gasoline tax report and payment due. 


NEVADA 
June 1 
Mine owners’ annual report due. 





First Monday—— 
Property tax quarterly installment due. 


June 10—— 
Liquor report by out-of-state vendors due. 


June 15—— 
Carriers’ gasoline tax report due. 
Manufacturers’ and importers’ alcoholic 
beverage report due. 


June 25—— 
Dealers’ gasoline tax report and payment 
due. 
Fuel users’ tax report and payment due. 


NEW HAMPSHIRE 
June 10—— 
Manufacturers’, wholesalers’ and im- 
porters’ alcoholic beverage report due; 
wholesalers’ payment due. 
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June 15—— 
Use fuel tax report and payment due. 


June 30—— 
Motor fuel report and tax due. 


NEW JERSEY 
June 1 
Bank share tax semiannual 
due. 
Insurance companies’ 
premiums tax due. 


June 10— 


Busses (interstate) report and excise tax 
due. 


Jitneys (municipal) gross receipts re- 
port and tax due. 
June 15—— 
Railroad companies’ franchise tax due. 


June 20—— 
Alcoholic beverage retail consumption and 
retail distribution licensees’ report and 

tax due. 


Cigarette distributors’ tax report and pay- 
ment due. 


June 25—— 
Busses (municipal) gross receipts report 
and tax due. 
June 30—— 
Carriers’ gasoline tax report due. 


Distributors’ gasoline report and payment 
due. 





installment 


(except marine) 


NEW MEXICO 
June 15—— 
Occupational gross income tax reports 
and payment due. 
Oil and gas conservation report due. 
Severance tax and report due. 
June 20—— 
Motor carriers’ report and tax due. 
Pipe line operators’ license tax due. 
June 25—— 
Gasoline tax report and payment due. 


Use or compensating report and payment 
due. 


NEW YORK 
June 15—— 
New York City gross receipts tax return 
and payment due. 
june 20—— 
Alcoholic beverage tax and report due. 
June 25—— 
Conduit companies’ tax and report due. 
Public utilities’ additional tax and return 
due. 
New York City public utility excise return 
and payment due. 
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June 30—— 
Gasoline tax report and payment due. 


NORTH CAROLINA 
June 1— 
Chain store tax due. 
License tax due. 


June 10—— 
Carriers’ gasoline tax report and payment 
due. 
Distributors and bottlers of unfortified 
wines, report and payment due. 
Railroads’ alcoholic beverage report due. 


June 15—— 
Income tax second installment due. 
Sales tax report and payment due. 
Spirituous liquor tax due. 
Use tax report and payment due. 


June 20—— 
Distributors’ gasoline tax report and pay- 
ment due. 
Use fuel tax report and payment due. 


NORTH DAKOTA 
June 10—— 
Cigarette distributors’ report due. 


June 15—— 
Beer tax report and payment due. 
Gasoline tax report and payment due. 
Income tax second installment due. 
Interstate motor carriers’ tax due. 


June 25—— 
Use fuel tax report and payment due. 


OHIO 
June 10—— 
Cigarette wholesalers’ report due. 
Classes “A” and “B” permittees’ alcoholic 
beverage report due. 


June 15—— 
Cigarette use tax and report due. 
Toledo estimated income tax second in- 
stallment due; amended tax declaration 
due. 


June 20—— 
Dealers’ gasoline tax report due. 
Real and public utility property tax semi- 
annual installment due. 


June 30—— 
Carriers’ gasoline tax report due. 
Gasoline tax due. 


OKLAHOMA 
June 5—— 
Operators’ report of mines other than 
coal mines due. 
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June 10—— 
Airports’ gross receipts report and tax 
due. 
Alcoholic beverage report and payment 
due. 
Cigarette wholesalers’, retailers’ and vend- 
ing machine owners’ report due. 
June 15—— 
Carriers’ mileage tax report and payment 
due. 


Dealers’, retailers’ and carriers’ gasoline 
tax report due. 


Income tax second installment due. 

Sales tax report and payment due. 

Tobacco wholesalers’, jobbers’ and ware- 
housemen’s report due. 


June 20—— 

Carriers’ use fuel tax report due. 

Coal mine operators’ report due. 

Distributors of gasoline and purchasers 
of imported gasoline, tax report and 
payment due. 

Rural electric cooperatives’ property tax 
return and payment due. 

Use fuel tax report and payment due. 

Use tax report and payment due. 


June 30 


Oil, gas and mineral gross production 
report and payment due. 


OREGON 
June 10—— 


Oil production tax report and payment 
due. 


June 15—— 
Butterfat tax due. 


June 20—— 
Alcoholic beverage tax report and pay- 
ment due. 
Motor carriers’ report and tax due. 
Use fuel tax report and payment due. 
June 25—— 
Gasoline tax report and payment due. 


PENNSYLVANIA 
June 10—— 

Importers of spirituous and vinous liquors, 
report due. 

Malt beverage report due. 

Soft drinks tax report due. 

June 15—— 

Employers’ return of tax withheld at 
source under Philadelphia income tax 
due. 

Manufacturers’ alcoholic beverage tax re- 
port and payment due. 

Philadelphia income tax withholding re- 
turn and payment due. 
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June 30—— 


Gasoline tax report and payment due. 
Use fuel tax report and payment due. 


RHODE ISLAND 
June 10—— 


Manufacturers’ alcoholic beverage report 
due. 
June 15—— 
Gasoline tax report and payment due. 
June 20—— 


Sales and use tax return and payment 
due. 


SOUTH CAROLINA 
June 1 
Alcoholic beverage wholesalers’ report 
of alcoholic beverages received due. 


June 10—— 
Admissions tax report and payment due. 
Alcoholic beverage wholesalers’ and re- 
tailers’ report of alcoholic beverage 
sales and additional tax due. 


Power tax return and payment due (last 
day). 


June 15—— 
Income tax second installment due. 


June 20—— 
Dealers’ fuel oil report due. 
Gasoline tax report and payment due. 
Users of fuel oil, tax return and payment 
due. 


SOUTH DAKOTA 
June 1 
Express companies’ report due. 
Motor carriers of passengers, tax due. 
Railroad, telegraph and telephone, sleep- 
ing car, light, power, heating, water and 
gas companies’ property tax return due. 


June 10—— 


Interstate motor carriers’ report and tax 
due. 


June 15—— 
Alcoholic beverage sales report due. 
Carriers’ and retail airplane fuel vendors’ 
gasoline tax report due. 
Carriers’ use fuel tax report due. 
Dealers’ gasoline tax due. 
Use fuel tax report and payment due. 


June 20—— 
Passenger mileage tax due. 


June 30—— 
Gasoline dealers’ tax report due. 
Property tax return due (last day). 


493 





TENNESSEE 
June 1 
Chain store tax due. 
June 10—— 
Alcoholic beverage report due (last day). 
Barrel tax on beer due. 
Carriers’ gasoline tax report due. 
June 15—— 
Carriers of use fuel, report due. 
Users of fuel, report due. 
June 20—— 
Distributors’ gasoline tax report and pay- 
ment due. 
Liquid carbonic acid gas tax due. 
Oil production tax report and payment 
due. 
Sales and use tax report and payment due. 


TEXAS 

June 15—— 
Oleomargarine 

due. 

June 20 
Carriers’ motor fuel tax report due. 
Motor fuel tax report and payment due. 
Users of liquefied gases and liquid fuel, 

tax report and payment due. 

June 25—— 


Carbon black production tax report and 
payment due. 


dealers’ report and tax 


Cement distributors’ tax report and pay- 
ment due. 

Natural gas production tax report and 
payment due. 

Prizes and awards of theaters, tax report 
and payment due. 


June 30—— 
Oil production tax report and payment 
due. 


Property tax second installment due. 


UTAH 
June 1—— 
Mining occupation tax due. 


June 10 
Carriers’ use fuel tax report due. 
Liquor licensees’ report due. 
June 15—— 


Excise (income) tax second installment 
due. 


Use fuel tax report and payment due. 
June 25—— 
Carriers’ gasoline tax report due. 
Distributors’ and retailers’ gasoline tax 
report and payment due. 


June 30—— 
Cigarette license expires. 
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VERMONT 
June 10—— 


Alcoholic beverage tax report and pay- 
ment due. 
June 15—— 


Corporation income tax second install- 
ment due. 


Electric light and power companies’ re- 
port and tax due. 

Personal income tax second installment 
due. 


June 30—— 
Gasoline tax report and payment due. 


VIRGINIA 
June 1 
Bank share tax due. 
Corporation income tax due. 


June 10—— 
Beer dealers’, bottlers’ and manufacturers’ 
report due. 
Warehousemen’s tobacco tax due. 
June 20—— 
Carriers’ gasoline tax report due. 
Dealers’ and resellers’ use fuel tax report 
and payment due. 


June 30—— 


Gasoline tax report and payment due. 
Use fuel tax report and payment due. 


WASHINGTON 
June 10—— 
Brewers and manufacturers of 
products, report due. 


June 15—— 
Butter substitutes 
due. 
Wholesalers’ cigarette drop shipment re- 
port due. 
June 20—— 
Use fuel tax report and payment due. 


June 25—— 
Carriers’ gasoline tax report due. 
Gasoline tax report and payment due. 


malt 


report and payment 


WEST VIRGINIA 
June 1 


Beer license application and fee due. 
June 10—— 


Alcoholic beverage tax report and pay- 
ment due. 


June 15—— 
Cigarette use tax report and payment due. 
Sales tax report and payment due. 


June 30—— 
Gasoline tax report and payment due. 
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WISCONSIN WYOMING 


June 10—— 













June 10—— 
Alcoholic beverages tax report due. Carriers’ gasoline tax report due. 
Cigarette wholesalers’ and manufacturers’ 
report due. June anne ’ 
, Dealers’ gasoline tax report due. 

June 2 i Motor carriers’ tax and report due. 

Gasoline tax report and payment due. Sales tax report and payment due. 
June 25—— 


Use tax report and payment due. 
Wholesalers’ gasoline tax report and pay- 
ment due. 


Railroad, telegraph, sleeping car and ex- 
press companies’ property tax first in- 
stallment due. 

June 30—— 

Bus registration due (last day). 
Electric cooperative associations’ tax due. 
Motor carriers’ permit fee due. 


HAWAIIAN TAX CALENDAR 


Last month in this space we presented the calendar for the first half of 1949, which 
had been prepared for us by James J. Misajon, Finance and Personnel Adiinis- 
trator in the Department of the Tax Commissioner. The following calendar for 
the last six months of the year was prepared by Myrl Thompson, a CPA (Wash- 
ington, Minnesota and Wisconsin) who is now practicing in Hawaii. 












july 1 
Annual exhibit of foreign corporations 
and payment thereon due. 





August 15 
Gasoline tax report and payment due. 
August 20—— 








July 15—— Compensation and dividends-paid monthly 
Gasoline tax report and payment due. report and tax payment due if total 
July 20 quarterly payments exceeded $1,250. 


Compensation and dividends-received re- 
port and tax payment of any gross 
income tax not withheld by payor due. 

Consumption (use) tax report and pay- 


Compensation and dividends-paid monthly 
report and tax payment due if total 
quarterly payments exceeded $1,250. 

Compensation and dividends-paid quar- sett ‘Dian 
terly report and tax payment due if G ‘ . 
total quarterly payments did not ross income tax report and payment 
exceed $1,250. due. 










Compensation and dividends-received re- 
port and payment of any gross income 
tax not withheld by payor due. 

Consumption (use) tax report and pay- 


Income tax return and payment due for 
fiscal year ended May 31. 

Liquor excise tax report and payment 
due. 









ment due. Tobacco tax report and payment due. 
— income tax report and payment August 30 
due. 


Fuel tax report and payment due. 
Income tax return and payment due for 


fiscal year ended April 30. 
Liquor excise tax report and payment 


September 15 
Gasoline tax report and payment due. 








“—_. d d September 20—— 
Se SS OAS ey Ps Compensation and dividends-paid monthly 
July 30 report and tax payment due if total 






Fuel tax report and payment due. quarterly payments exceeded $1,250. 
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Compensation and dividends-received re- 
port and payment of any gross income 
tax not withheld by payor due. 

Consumption (use) tax report and pay- 


ment due. 
Gross income tax report and payment 
due. 


Income tax return and payment due for 
fiscal year ended June 30. 

Liquor excise tax report and payment 
due. 

Tobacco tax report and payment due. 


September 30—— 
Fuel tax report and payment due. 


October 15—— 


Gasoline tax report and payment due. 

Compensation and dividends-paid quar- 
terly report and tax payment due if 
quarterly payments did not exceed 
$1,250. 

Compensation and_ dividends-received 
monthly report and tax payment due 
if total quarterly payments exceeded 
$1,250. 

Compensation and dividends-received re- 
port and payment of any gross income 
tax not withheld by payor due. 

Consumption (use) tax report and pay- 
ment due. 

Gross income tax report and payment 
due. 

Income tax report and payment due for 
fiscal year ended July 31. 

Liquor excise tax report and payment 
due. 

Tobacco tax report and payment due. 


October 30-—— 

Fuel tax report and payment due. 
November 15—— 

Gasoline tax report and payment due. 
November 20 

Bank excise tax (second half) due. 





Compensation and dividends-paid monthly 
report and tax payment due if total 
quarterly payments exceeded $1,250. 

Compensation and dividends-received re- 
port and payment of any gross income 
tax not withheld by payor due. 

Consumption (use) tax report and pay- 
ment due. 

Gross income tax report and payment 
due. 

Income tax return and payment due for 
fiscal year ended August 31. 

Liquor excise tax report and payment 
due. 

Property tax (second half) due. 

Tobacco tax report and payment due. 


November 30—— 
Fuel tax report and payment due. 


December 15—— 
Gasoline tax report and payment due. 
Property tax—public welfare tax assessed 


for succeeding six months at .005 or 
.006. 


December 20—— 

Compensation and dividends-paid monthly 
report and tax payment due if quar- 
terly payments exceeded $1,250. 

Compensation and dividends-received re- 
port and payment of any gross income 
tax not withheld by payor due. 

Consumption (use) tax report and pay- 
ment due. 

Gross income tax report and payment 
due. 

Income tax return and payment due for 
fiscal year ended September 30. 

Liquor excise tax report and payment 
due. 

Tobacco excise tax report and payment 
due. 


December 30-—— 
Fuel tax report and payment due. 


December 31 
Property tax—delinquent rolls posted. 





THE INCOME TAX COLLECTOR, UNLIKE THE 
AVERAGE MAN’S WIFE, CAN GET A MAN’S 


MONEY WITHOUT HALF-CRYING — Pathfinder 
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June 15 
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Due date for employers withholding over 
$100 in income tax on wages during 
May to pay amount withheld to author- 
ized depositary. 


Last day for second quarterly payment on 
1948 income taxes by calendar year 
corporations, estates and trusts. 


Due date for payment of 1949 estimated 
income tax by calendar year individ- 
uals required to file declarations on or 
before June 15. Payment is one quar- 

ter of estimated tax on declarations due 

on March 15. Those required to file 

declarations for the first time by June 15 


pay one third of the estimated tax. 


Payment date of tax withheld at source 
under Code Sections 143 (tax-free cov- 
enant bonds and nonresident aliens) 
and 144 (nonresident foreign corpora- 
tions) for calendar year 1948. 


Last day to file income tax returns of 
nonresident individuals and _nonresi- 
dent foreign corporations for calendar 


year 1948. 


Due date, by general extension, of returns 
for the calendar year 1948 in the case 
of (1) foreign partnerships; (2) foreign 
corporations which maintain offices or 
places of business in the United States; 

(3) domestic corporations which trans- 








act their business and keep their records 
and books of accounts abroad; (4) do- 
mestic corporations whose _ principal 
income is from sources within the pos- 
sessions of the United States; and 
(5) American citizens residing or travel- 
ing abroad, including persons in the mili- 
tary or naval service on duty outside the 
United States. (Regulations 111, Section 
29.53-3(a).) Forms: (1) Form 1065; 
(2)-(4) Forms 1120; (5) Form 1040. 


Monthly information returns of stock- 
holders and of officers and directors of 
foreign personal holding companies due 
for May. Form 957. 


Returns of stamp accounts by brokers, 
dealers in securities, etc., due for pre- 
Form 828, 


ceding month. 


Due date for delivery to local collector of 
internal revenue, by stamp depositaries 
of the United States, of requisitions for 
all stamps purchased during the pre- 
ceding month, with statement showing 
stamps on hand at beginning and end 
of such month and stamps sold during 
that month. Payment also due for pro- 
ceeds of sales of stamps sold during 
preceding month. 


June 30—— 


Returns for excise taxes due for May. 
Forms 726, 727, 728, 728(a), 729, 932. 


Keop Your Cofries in File 


You can always find that important article you 
need, when you want it. Each binder holds 
twelve issues. Any issue quickly inserted or 
removed. Handsome, durable black covers, 
gold stamped: TAXES—The Tax Magazine. 


Window label shows contents by year. 


Price $2 Each 
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